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Glossary 

Term Definition 

BER Index The Bureau for Economic Research building cost index 

CAC South African Competition Appeals Court 

CAT UK Competition Appeal Tribunal 

CMA UK Competition and Markets Authority 

CMA Chairman’s Guidance CMA, Chairman’s Guidance on Disclosure of Information 

in Merger Inquiries, Market Investigations and Reviews 

of Undertakings and Orders, April 2013 

Commission Competition Commission of South Africa 

CPI Consumer Price Index 

CT South African Competition Tribunal  

Data Rooms Collectively, the First and the Second Data Rooms 

Discovery Discovery Health, one of the Funders 

DoH South African Department of Health 

Dr Gardiner Dr Timothy Gardiner, a Senior Director of FTI Consulting 

Dr Meschi’s Report Report prepared by Dr Meschi dated 15 October 2018 

EBIT Earnings before interest and tax 

Facilities Collective term for Netcare, Life and Mediclinic, the 

three largest private hospital groups in South Africa 

First Data Room The data room opened for Netcare’s experts on 6 to 8 

and 10 August 2018 

FSB Financial Services Board  

FTI FTI Consulting LLP 

Funders Collective term for Discovery, Medscheme and 

Metropolitan  
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Term Definition 

FY  Financial year  

GCR Global Credit Rating Co. 

GH1 or My First Report Expert report of Greg Harman, “Assessment of Netcare 

Hospital Business’ economic profitability", 

31 October 2014 

GH2 or My Second Report Expert report of Greg Harman, “Response to submissions 

made to the Commission relating to the profitability of 

private hospitals in South Africa”, 30 April 2015 

GH3 or My Third Report Expert report of Greg Harman, “Response to the 

Commission’s proposed methodology to assess the 

profitability of private hospitals in South Africa”, 

2 November 2015 

GH4 or My Fourth Report Expert report of Greg Harman, “Assessment of the 

economic profitability of Netcare’s Hospital Business 

under the Commission’s published methodology”, 

29 February 2016 

GH5 or My Fifth Report Expert report of Greg Harman, “Response of Greg 

Harman to the OECD Report”, 23 May 2016 

GH6 or My Sixth Report Expert report of Greg Harman, “Response to the 

Commission’s Assessment of the Economic Profitability 

of Netcare’s Hospital Business”, 30 January 2017 

GH7 or My Seventh Report Expert report of Greg Harman, “Response to HMI / 

KPMG Analysis and Data Request”, 30 November 2017 

GH8 or My Eighth Report Expert report of Greg Harman, “Response to the HMI / 

KPMG Document: 'Profitability Analysis of Healthcare 

Facilities'”, 30 January 2018 

HASA Hospital Association of South Africa 

HMI Healthcare Market Inquiry 

Hospital Business The divisions of Netcare that constitute its private 

hospital business including: hospital operating 

companies, property companies, emergency services, 

pharmacy, and radiotherapy divisions 
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Term Definition 

ICASA Independent Communications Authority of South Africa 

KPMG KPMG South Africa 

KPMG Life Profitability 

Report 

The KPMG report that contains KPMG’s profitability 

analysis of Life  

KPMG Mediclinic 

Profitability Report 

The KPMG report that contains KPMG’s profitability 

analysis of Mediclinic  

KPMG Netcare Profitability 

Report 

The KPMG report that contains KPMG’s profitability 

analysis of Netcare  

KPMG’s Responses Responses from KPMG / HMI dated 28 September 2018 

to written questions from Nortons submitted on 

10 September 2018  

Life Life Healthcare Group, one of the Facilities 

MEA Modern equivalent asset 

Mediclinic Mediclinic International, one of the Facilities 

Metropolitan Metropolitan Health Group, one of the Funders  

MF Multilateral forum  

MNF Multilateral negotiation forum  

Monitor The public-sector healthcare regulator in the UK 

Ms Carswell Ms Heather Carswell, a partner in KPMG 

Ms Guerin-Calvert’s Report Report prepared by Ms Guerin-Calvert dated 

15 October 2018 

NCR National Credit Regulator  

NERSA National Energy Regulator of South Africa 

Netcare Netcare Limited 

NHN National Hospital Network 

Nortons Nortons Incorporated 

OMRO Outcome Measurement and Reporting Organisation 
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Term Definition 

Period Analysis The HMI’s Trend Analysis broken down into two five-

year periods for each Facility 

Price Cost Test A profitability test that explicitly compares prices to 

costs 

PMB Prescribed minimum benefit 

Prof Fonn Professor Sharon Fonn, a member of the HMI Panel 

Profitability Methodology HMI’s Profitability Analysis Methodology paper dated 

September 2015 

Proposal 1  A price regulation proposal put forward by the HMI 

whereby the SSRH would determine tariffs 

Proposal 2 A price regulation proposal put forward by the HMI 

whereby the multilateral negotiation forum would 

determine tariffs 

Provisional Findings The HMI’s provisional findings and recommendations 

report, dated 5 July 2018 

PRSA Ports Regulator of South Africa  

Review Period The period from FY 2006 to FY 2015 

ROCE Return on capital employed 

Sasol Gas Sasol Gas Limited, a subsidiary of Sasol Limited 

Sasol Limited A South African energy group, which is the holding 

company for SCI and Sasol Gas amongst others 

SCI Sasol Chemical Industries Ltd 

SCI v the Commission Dispute between SCI and the Commission 

Second Data Room The data room opened for Netcare’s experts on 3 to 5 

September 2018 

SID Supply-induced demand 

SSRH Supply Side Regulator of Health 

TIRR Truncated internal rate of return 
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Term Definition 

Trend Analysis The HMI’s analysis of how profitability has changed over 

the Review Period 

UEL Useful economic life 

WACC Weighted average cost of capital 
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1. Introduction  

Expert’s background 

 My name is Greg Harman. I am a Senior Managing Director in the Economic and 

Financial Consulting practice of FTI Consulting LLP (“FTI”). I have previously been 

instructed by Nortons Inc. (“Nortons”), attorneys acting for Netcare Limited 

(“Netcare”), to prepare eight reports that have been provided to the Healthcare 

Market Inquiry (“HMI”) of the Competition Commission of South Africa (the 

“Commission”) and their advisors, KPMG South Africa (“KPMG”). These reports 

primarily relate to my assessment of Netcare’s profitability over the financial 

years (“FY”) 2006 to 2015 and comment, where possible, on KPMG’s analysis and 

the HMI’s interpretation of their results.  

Background 

 A detailed background to the earlier parts of these proceedings and my first five 

expert reports is set out in my expert report dated 20 January 2017 (my “Sixth 

Report”) and I do not repeat that here. I made my first submission in respect of 

Netcare’s profitability in October 2014 and first received the results of KPMG’s 

analysis on 16 November 2016, over two years later.1  

 In my Sixth Report, I commented on the adjustments and methodologies 

employed by KPMG to calculate the return on capital employed (“ROCE”), 

truncated internal rate of return (“TIRR”) and weighted average cost of capital 

(“WACC”) for Netcare. I also reiterated issues discussed in my first five reports 

that had not been addressed by KPMG and identified data and analysis that had 

not been provided to me. This data was required to allow me to opine fully on 

KPMG’s analysis. 

 I then attended two meetings with KPMG and the HMI on 10 March 2017 and 

16 November 2017. I was provided with a further draft of KPMG’s profitability 

report for Netcare on 6 November 2017 and I subsequently prepared a report 

dated 30 November 2017 (my “Seventh Report”) commenting on errors in 

KPMG’s updated analysis. I also summarised (again) the information I had not 

                                                           
1  This analysis comprised a pdf document and covering letter. I did not receive KPMG’s 

underlying workings. 
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been provided. Again, I was not provided with any of KPMG’s underlying 

workings. 

 KPMG updated its analysis and on 20 December 2017. I was provided with a 

further iteration of KPMG’s report setting out the outputs of its analysis for 

Netcare (the “KPMG Netcare Profitability Report”) along with a letter from the 

HMI addressed to Netcare. As with previous iterations of KPMG’s analysis, I was 

not provided with KPMG’s underlying workings. I commented on these 

documents in a report dated 30 January 2018 (my “Eighth Report”). I explained 

that KPMG’s analysis overstated profitability and understated the calculation of 

the WACC. I also responded to statements that were incorrect or 

mischaracterised my views.  

 The HMI released its Provisional Findings and Recommendations Report 

(“Provisional Findings”) on 5 July 2018. In this report, I respond to the discussion 

of profitability and the price control recommendations within the Provisional 

Findings. I understand that KPMG made no updates to its analysis following my 

Eighth Report. The Provisional Findings do not explain how many of the issues I 

have raised previously have been addressed. 

 I understand that KPMG has performed the profitability analysis presented within 

the Provisional Findings and has advised the HMI in this issue.2 I understand that 

the conclusions presented in the Provisional Findings are the HMI’s, reached 

through discussions with KPMG.  

 Netcare has engaged other experts to prepare reports on other aspects of the 

Provisional Findings. I do not seek to replicate the analysis of those experts in this 

report. However, I cross refer to their conclusions where appropriate. My report 

should not be read in isolation and should be considered alongside my previous 

reports and the following reports (and any other reports referred to therein): 

(1) Nortons’ report dated 15 October 2018, which provides an overview of the 

analyses performed by Netcare’s experts and addresses matters of law; 

(2) Ms Margaret Guerin-Calvert’s report dated 15 October 2018, which 

primarily considers the HMI’s market definition, market power, 

concentration and supply induced demand (“SID”) analyses, pricing and 

pricing trends, the HMI’s expenditure analysis and the HMI’s 

recommendations (“Ms Guerin-Calvert’s Report”); 

                                                           
2  See transcript from meeting dated 16 November 2017, page 9. I understand this was also 

explained verbally to my representative in the data rooms organised by the HMI. 
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(3) Dr Peter Davis’s report dated 15 October 2018, which primarily considers 

the HMI’s bargaining analysis, the market power of the three large private 

hospital groups (the “Facilities”) and the HMI’s recommendations;  

(4) Mr Barry Childs’ report dated 15 October 2018, which primarily considers 

the HMI’s expenditure and SID analysis; and 

(5) Dr Meloria Meschi’s report dated 15 October 2018, which primarily 

considers the HMI’s assertions relating to efficiency (“Dr Meschi’s Report”). 

Instructions 

 I have been instructed to comment on the Provisional Findings and to explain any 

areas of disagreement I have with the HMI’s approach and findings. I have been 

instructed to consider: 

(1) KPMG’s assessment of Netcare’s profitability and that of the Facilities in 

aggregate;  

(2) whether KPMG’s assessment of profitability for the Facilities contains any 

inconsistencies; 

(3) whether KPMG’s assessment of profitability for the medical scheme 

administrators (the “Funders”) contains any inconsistencies;  

(4) statements made by the HMI relating to the cost efficiency of the Facilities; 

(5) the HMI’s proposed price regulation recommendations for the Facilities. I 

have been instructed that a member of the HMI Panel, Professor Sharon 

Fonn (“Prof Fonn”), publicly stated at the recent Health Association of 

South Africa (“HASA”) annual conference on 2 October 2018 that price 

regulation was not being proposed for the Facilities except where bilateral 

negotiations failed. This appears to be inconsistent with what has been 

presented within the Provisional Findings.  

 I have been instructed to summarise where the HMI has: (1) either ignored the 

evidence that I have previously provided; (2) provided insufficient support for the 

conclusions it reaches; or (3) has not provided supporting analysis to enable me to 

adequately consider the Provisional Findings. 

Preparation of my report 

 I have prepared this report, assisted by FTI staff working under my direction and 

review. Specifically, I have been assisted by Dr Timothy Gardiner (“Dr Gardiner”), 

who attended the data rooms that operated on 6 to 8, and 10 August 2018 (the 
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“First Data Room”) and between 3 and 5 September 2018 (the “Second Data 

Room”) (collectively the “Data Rooms”).3  

 However, the opinions expressed in this report are my own. My views should not 

be regarded as representative of any other person within FTI. This report is based 

on information made available to me at the time of writing of the report. Except 

where indicated, the information presented in this report has not been subject to 

independent audit or verification by FTI or me. I reserve the right to reconsider 

the conclusions in this report should further information be made available to me 

in the future. However, I accept no responsibility for updating the report or 

informing any recipient of the report of any such new information. 

Restrictions and constraints 

 This report must not be construed as expressing opinions on matters of law, 

which are outside my expertise. I am instructed to act as an expert witness on 

economic and financial issues and not a witness of fact.  

 This report has been prepared solely for the benefit of Netcare for the purpose 

described in this introduction. In all other respects, this report is confidential. It 

should not be used by any other party for any purpose, reproduced or circulated, 

in whole or in part, by any party without my prior written consent.  

 FTI and I accept no liability or duty of care to any person other than Netcare for 

the content of the report and disclaim all responsibility for the consequences of 

any person other than Netcare acting or refraining to act in reliance on the report 

or for any decisions made or not made which are based upon the report.  

 It should not necessarily be construed that I agree with parts of the analysis 

included within the Provisional Findings that I have not commented on. Although I 

may agree with the HMI on certain matters of theory, we may disagree on how 

such approaches are applied in practice.  

 The additional information provided to me since the publication of the Provisional 

Findings has been limited. Some additional data was provided in the Data Rooms, 

which were open for a limited period on specific dates. However, other requested 

information was not provided, in part, due to confidentiality or intellectual 

property concerns. Due to these concerns, only aggregated outputs were allowed 

to be extracted from the Data Rooms. Consequently, for some of my analysis, I am 

unable to provide full supporting working files to the HMI for their review.   

                                                           
3  Dr Gardiner has assisted me in the preparation of previous reports in this matter. See 

paragraph 1.27 and footnote 18 of my Sixth Report for a summary of his background. 
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 The HMI provided no indication of what data would be included in the Data 

Rooms and in what format. This restricted my ability to perform my work on an 

efficient basis and it restricted my ability to comment fully on the reasonableness 

of the Provisional Findings. 

First Data Room restrictions 

 In the First Data Room, only a limited amount of the requested data was provided. 

Dr Gardiner was permitted to review certain submissions prepared by Mediclinic 

International (“Mediclinic”) and Life Healthcare Group (“Life”), and the 

profitability report prepared by KPMG for each of these Facilities (the “KPMG Life 

Profitability Report” and the “KPMG Mediclinic Profitability Report”). These 

were provided in a piecemeal fashion and most of the data only became available 

on the last day of the First Data Room. This unreasonably limited the time 

Dr Gardiner had to review important documents. The HMI indicated that all 

relevant Life and Mediclinic files had been made available to Dr Gardiner.  

 KPMG’s underlying workings were not provided to me due to concerns that these 

contained KPMG’s intellectual property. This restricted my ability to assess the 

reasonableness of KPMG’s analysis. It remains unclear why KPMG did not allow 

their work to be reviewed on a reasonable basis. I allowed my work to be 

reviewed without any restrictions. Further, it is unclear why these issues could not 

have been resolved prior to the First Data Room, given that I requested KPMG’s 

analysis on several occasions.4  

Second Data Room restrictions 

 At the end of the first day of the Second Data Room, Dr Gardiner was provided 

with a hard-coded version of KPMG’s models (i.e. lacking all modelling 

functionality) for Life and Mediclinic. Dr Gardiner had to use his limited time to 

replicate the intended functionality of the models, which had been removed by 

KPMG. It is unclear why KPMG did not provide fully functional models. This 

severely restricted Dr Gardiner’s ability to review KPMG’s models. 

 During his review of the models, Dr Gardiner identified files relating to the 

Facilities’ profitability submissions that had not previously been provided (i.e. 

despite the HMI saying all files had been provided, see paragraph 1.19 above).It is 

unclear whether I was provided all relevant files in respect of the Facilities’ 

profitability submissions. 

 A redacted version of KPMG’s report on the profitability analysis of Metropolitan 

Health Group (“Metropolitan”) was made available on the last day of the Second 

                                                           
4  See: GH6: 1.19, 16 November 2017 transcript, page 33, GH7: 3.12 and GH8: 1.15. 
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Data Room. It is unclear why the confidentiality issues could not have been 

managed prior to the Data Rooms given that this information was requested well 

in advance of the Data Rooms.5 

Structure of the remainder of this report 

 In Section 2, I set out a summary of my conclusions.  

 In Section 3, I comment on the Data Rooms. 

 In Section 4, I explain why the profitability analysis presented in the Provisional 

Findings is unreasonable for methodological reasons.  

 In Section 5, I comment on inconsistencies contained in KPMG’s analysis.  

 In Section 6, I explain why the HMI’s calculations and interpretation of the WACC 

is unreasonable. 

 In Section 7, I comment on the profitability trends discussed in the Provisional 

Findings. 

 In Section 8, I explain why the HMI’s claims of “inefficiency” on the part of the 

large facility groups are unreasonable. 

 In Section 9, I review the recommendations made by the HMI and explain why I 

consider that they are neither appropriate nor practical. 

 This report also contains several appendices containing additional analysis.  

                                                           
5  Access to the underlying analysis and / or methodology in respect of the Funders was first 

requested on 19 July 2018, and again on 27 July 2018, 14 August 2018 and 29 August 

2018. Prior to the publication of the Provisional Report, I was unaware that the HMI was 

performing profitability analysis of the Funders and hence had not previously raised 

consistency issues between the Facility and Funder analyses. 
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2. Executive summary 

Introduction 

 The HMI considers that that the Facilities exert a degree of market power and 

proposes remedies, which it asserts will address this. I have been instructed to 

consider KPMG’s analysis of the profitability of the Facilities, the interpretation of 

KPMG’s results and the HMI’s price regulation recommendations.  

 The HMI concludes that profitability is not “excessive per se”.6 I agree. However, 

the HMI also refers to profitability being “consistently and increasingly high” and 

that these high profits “are not likely to be seriously challenged in the foreseeable 

future”.7 I do not agree. The HMI also raises concerns about the efficiency of the 

costs incurred by the Facilities. Based on these findings, the HMI proposes a form 

of price control regulation as a remedy. 

 I summarise below my specific conclusions on KPMG’s analysis and the 

interpretation of its results. However, I first make the following high-level 

observations.  

 First, KPMG adopts a narrow approach in respect of the methodology that it 

employs and the inputs that it has used. I have explained previously to KPMG that 

there is no single correct way to calculate profitability and that its chosen 

approach is known to bias profits upwards. Similarly, KPMG ignores reasonable 

alternative assumptions that would lower its calculation of profitability. KPMG’s 

presentation of results which reflect the upper end of a range gives a biased view 

of the Facilities’ profitability. 

 Second, KPMG’s analysis contains several inconsistencies between how it has 

approached the profitability assessment of each of the Facilities and the Funders. 

Most materially, KPMG has calculated an intangible asset reflecting workforce for 

Funders but not for Facilities. Obviously, the Facilities also have a valuable 

workforce, which has been ignored by KPMG. 

                                                           
6  Provisional Findings 6.463. 

7  Provisional Findings 6.463. 
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 KPMG and the HMI declined to respond to a query from Dr Gardiner in the Data 

Rooms relating to the work force inconsistency. Subsequently, KPMG and the HMI 

explained in a letter dated 28 September 2018 that they did not consider it 

appropriate to include the intangible asset “given the tangible asset intensive 

nature of the facilities” and that the asset was accounted for in an unquantified 

“tolerance” that was applied around the Facilities’ results.8 However, the issue of 

whether an intangible asset should be ignored due to the level of tangible assets 

is nonsensical. Given that KPMG approved a valuation methodology for the 

Funders, I consider it was inappropriate to exclude this asset for the Facilities. 

 Due to the many inconsistencies, the ROCEs presented in the Provisional Findings 

are inflated and provide a misleading picture of the Facilities’ profitability. 

Further, given the restricted nature of my access to KPMG’s analysis and the 

limited time available to me in the Data Rooms, I can give no assurance that 

there are no errors and / or further inconsistencies contained in KPMG’s analysis.  

 Consequently, I consider that little weight can be placed on KPMG’s analysis. It is 

unclear to me why KPMG has chosen methodologies and assumptions that 

knowingly increase profitability and decrease the cost of capital and, I conclude 

that KPMG has not adopted a balanced approach. 

 In the remainder of this summary, I first provide a brief overview of KPMG’s 

analysis and how the HMI has interpreted its results. I then explain that: 

(1) due to methodological issues, KPMG has adopted assumptions that present 

ROCEs towards the upper end of a reasonable range;  

(2) there are material inconsistencies contained within KPMG’s assessment of 

profitability, which biases the ROCE upwards; 

(3) KPMG has adopted assumptions for the competitive benchmark that lead 

to an understatement of the WACC;  

(4) the HMI’s interpretation of the profitability trends is flawed; 

(5) the HMI’s assertions on cost efficiency are unsupported and incorrect; and  

(6) the HMI’s price regulation remedies are not appropriate or practical. 

                                                           
8  Response by the HMI / KPMG dated 28 September 2018 to the letter from Nortons dated 

10 September 2018 posing questions for clarification (“KPMG’s Responses”): 7 & 8. 
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Summary of KPMG’s results and the HMI’s interpretation of these results 

 The HMI indicated in its 2015 document “Profitability Analysis Methodology” (the 

“Profitability Methodology”) that it would calculate a ROCE for each Facility both 

in aggregate and by year, so that it could consider profitability trends and that it 

would also calculate a TIRR.9 These profitability metrics, calculated over a 10-year 

period between FY 2006 and FY 2015 (the “Review Period”), would then be 

compared to the WACC.10 KPMG adopted this approach. 

 All of the Facilities considered that the ROCE was a better measure of profitability 

than the TIRR and the HMI appears to agree with this view.11 Consequently, I do 

not comment further on KPMG’s TIRR analysis. 

 For each Facility, KPMG calculated the ROCE in each year of the Review Period, an 

average ROCE over the Review Period and an average ROCE for two specific 

periods (i.e. 2006 to 2010 and 2011 to 2015). The table below compares KPMG’s 

assessment of each Facilities’ ROCE and the industry ROCE to the WACC. This 

suggests that for all three Facilities, and the industry, the ROCE was higher than 

the WACC. I consider that KPMG has overstated the industry ROCE and 

understated the WACC. 

Table 2-1: Comparison of KPMG’s assessment of ROCE and WACC  

 ROCE 2006-2015 ROCE 2006-2010 ROCE 2011-2015 

Life 22.0% 19.2% 24.2% 

Mediclinic 22.5% 23.5% 21.5% 

Netcare 18.5% 17.2% 19.8% 

Industry / average 21.0% 20.0% 21.8% 

WACC 16.8% 17.1% 16.6% 

Sources: Provisional Findings: Table 6.15; Provisional Findings: Table 6.17. 

                                                           
9  Profitability Methodology: 3.2 and 3.3. 

10  Letter from the HMI to Nortons dated 7 December 2015, paragraph 1.3 and Profitability 

Methodology: 3.2.2 and 3.3.3. I have previously referred to the ten-year period as the 

Extended Review Period to compare to the analysis in my First Report.  

11  Provisional Findings: 6.441 and 6.456. The HMI states that the ROCE presents: “a more 

representative indication of the profitability of the relevant firms and their development 

over time during the relevant period”. 
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 KPMG’s analysis also suggests that Life and Netcare’s average profitability 

increased in the period 2011 to 2015, whilst Mediclinic’s ROCE declined. The 

figure below compares KPMG’s industry ROCE to the WACC over the Review 

Period. KPMG’s analysis suggests an increasing gap between the ROCE and WACC. 

Figure 2-1: KPMG’s industry ROCE and industry WACC  

 

Source: Provisional Findings: Figure 6.18.  

 The HMI says that it is interested in “whether there are firms (or a firm) that earn 

extraordinary or even excessive profits over and above the long term costs of 

capital over a prolonged period of time”.12 This is consistent with the framework 

that the HMI set out in its Profitability Methodology, but provided further 

emphasis on the need for profits to be “extraordinary” or “excessive”.13 

 If excessive profits were found, the HMI note that it would be “interested in what 

the possible causes of these profits are (including whether it is market power or 

innovativeness) and why competing firms or efficient entrants are not able to 

bring these profits more in line with what is expected in competitive markets”.14 

                                                           
12  Provisional Findings: 4.79. 

13  Profitability Methodology: 2.1. 

14  Provisional Findings: 4.73. 
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Although in isolation, the HMI accepts that high profitability does not provide 

conclusive evidence of an abuse of market power.15  

 The HMI concluded that the Facilities did not earn persistently “extraordinary or 

even excessive profits over and above the long term costs of capital”. Instead, 

profitability “appears to be within tolerable levels”, is “fairly stable … despite some 

tendencies up and down”,16 and has been “consistent and sustained”.17 Given its 

stated framework, the HMI should have concluded that profits, which it deemed 

to not be excessive, were not indicative of a competitive concern.  

 Instead, however, the HMI concludes that the Facilities have “enjoyed a fairly 

consistent profitable life over a ten year period” and that these profits have not 

been “seriously challenged during the observation period or will be challenged in 

the near future” and are “consistently increasing”.18 In Section 7, I explain that 

these observations are inconsistent with HMI’s framework, that profit trends are 

not increasing to problematic levels and that no evidence has been provided to 

support the contention that profits will not be challenged in the future. In fact, 

there appears to be a significant amount of independent entry and profitability 

has declined in recent years. 

 The HMI does not explore the possible causes of profitability (e.g. innovation) and 

attempts to link its profitability findings to its SID and expenditure analysis. The 

HMI concludes that this “raises questions about the costs structures and efficiency 

of firms indicating that there may not be sufficient competitive discipline to keep 

costs and tariffs low”.19 The HMI suggests that Facility costs are not sufficiently 

competitively constrained and that costs are inefficiently incurred. In Section 8, I 

explain that the HMI has not performed an assessment of the cost efficiency of 

the Facilities. I also provide examples of innovation for Netcare. I conclude that 

the HMI’s findings on cost efficiency and its alleged effect on profitability are 

unsupported. 

                                                           
15  Provisional Findings: 4.73, 4.74 and 6.431. 

16  Provisional Findings: 6.461. 

17  Provisional Findings: Executive Summary.53 and 6.459. 

18  Provisional Findings: 6.461. 

19  Provisional Findings: 6.462. 
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Methodological issues lead to KPMG overestimating the industry ROCE 

 The Provisional Findings presents the profitability of the Facilities on an aggregate 

basis and individually. The HMI concludes that the relevant firms show 

consistently profitable margins over and above the long-term cost of capital. 

However, the HMI accepts that margins do not appear to be excessive.20 I agree 

that margins are not excessive. However, due to methodological issues, I consider 

that KPMG has overstated the ROCE and that the HMI cannot conclude that profit 

margins are above the cost of capital for the following reasons. 

 First, KPMG’s approach is too narrow. By dismissing other well supported 

approaches to calculating ROCE, the HMI presents a biased upper estimate of 

profit margins. KPMG only adopts an ROCE approach that incorporates unrealised 

indexation gains within profits. However, the inclusion of unrealised gains is just 

one approach that has been considered by regulators and competition 

authorities. Other approaches have been used in excessive pricing cases and 

market inquiries because the application of KPMG’s approach in ex-post 

competition cases is problematic. The HMI and KPMG have not addressed the 

issues I have identified (¶4.3 to ¶4.16). 

 Consequently, I proposed two reasonable alternative approaches. Under the 

Indexed Approach, I calculated an ROCE of [redacted]% for Netcare over the 

Review Period. Under the Undepreciated Approach, I calculated an ROCE of 

[redacted]% for Netcare. In both cases these ROCEs which retain KPMG’s other 

assumptions fall below KPMG’s assessment of the WACC of 16.8% (¶4.17 to 

¶4.22). 

 Second, KPMG has not considered the range of reasonable input assumptions and 

selects certain assumptions that increase the ROCE. Consequently, the HMI 

presents a biased upper estimate of the ROCE. By only considering the Bottom-up 

Replacement Cost proxy to value the replacement cost of Netcare’s buildings, 

KPMG ignores the range provided by other reasonable proxies, many of which 

produce lower ROCEs. KPMG does not explain why it has not considered these 

alternative assumptions. KPMG’s assessment of Netcare’s ROCE would fall to 

[redacted]%, if it had taken the average across all available valuation proxies. 

Again, this ROCE falls below KPMG’s assessment of the WACC. If the Indexed and 

Undepreciated Approach were adopted Netcare’s average ROCE would fall further 

(¶4.31 to ¶4.35). 

 Third, KPMG makes unreasonable assumptions that increase its ROCE findings. 

For example, KPMG unreasonably excludes goodwill and uses year-end working 

                                                           
20  Provisional Findings: 6.463. 
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capital figures. Adjusting these input values, whilst retaining KPMG’s other 

assumptions, reduces KPMG’s assessment of Netcare’s ROCE by circa [redacted] 

percentage points. If the other adjustments noted above were adopted, the ROCE 

falls significantly (¶4.36 to ¶4.43).  

 Fourth, KPMG’s presentation of the industry ROCE in the Provisional Findings is 

biased upwards because: (1) the industry average excludes independents and the 

National Hospital Network (“NHN”); (2) the industry average ROCE is calculated 

on a simple basis rather than on a weighted basis; and (3) the HMI only presents 

KPMG’s smoothed ROCE (i.e. it excludes KPMG’s unsmoothed calculations). 

Correcting for these issues reduces KPMG’s assessment of the ROCE by circa 0.8 

percentage points. If the other adjustments noted above were adopted, the ROCE 

falls significantly (¶4.23 to ¶4.30).  

 Fifth, the HMI has failed to perform a Price Cost Test. This test is important 

because it is consistent with the South African Competition Act’s test for excessive 

pricing and the Competition Appeals Court (“CAC”) has provided a judgment on 

what might be regarded as an “unreasonable difference” between prices and 

costs. Given that the HMI recommends prices should be regulated, the Price Cost 

Test is the most direct method for determining the relationship between prices 

and costs and whether the recommendations were appropriate and 

proportionate. Using KPMG’s assumptions, the Price Cost Test yields a difference 

of just [redacted]%, which is below the 20% precedent provided by the CAC. The 

Price Cost Test shows that prices are below economic cost when the other 

reasonable assumptions discussed above are considered. Consequently, I consider 

that the price regulation recommendations proposed by the HMI are not 

appropriate or proportionate (¶4.46 to ¶4.50). 

 Sixth, the HMI acknowledges that a degree of tolerance is required in the 

interpretation of its results to “cater for the comparison of ex post performance 

against an ex ante WACC, differing methodologies and assumptions in the 

revaluation of assets by each of the relevant firms, inclusion and valuation of 

intangible assets and entity specific risk factors to name a few”. However, the HMI 

does not apply this tolerance when reaching its recommendations (¶4.51 to 

¶4.53). 

 I have explained above, that the application of other reasonable methodologies 

lowers the ROCE materially. If KPMG had presented a balanced view, the HMI 

should have reached a conclusion that the industry ROCE was below the WACC. 

Absent this balanced view, I consider that the reasonable application of the 

tolerance the HMI refers to, should have resulted in a similar conclusion (i.e. the 

industry ROCE was below the WACC). With the application of a reasonable 
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tolerance, there is limited support for the HMI to conclude that profits are “high” 

and that prices need to be regulated. 

Inconsistencies lead KPMG to overestimate the industry ROCE 

 To make unbiased conclusions on the profitability of the industry and profitability 

trends, the analysis must be prepared on a consistent basis across all Facilities. 

KPMG modified the profitability assessments provided by each Facility. I have 

previously requested disclosure of KPMG’s work to ensure its analysis was 

performed on a consistent basis. This disclosure was not provided until after the 

publication of the Provisional Findings. From information in the Second Data 

Room, I have identified several inconsistencies in KPMG’s calculations that lead to 

an overstatement of the industry ROCE and a distortion to the profitability trends 

(¶5.1 to ¶5.9). 

 First, KPMG included an intangible asset relating to the workforce of Funders in its 

assessment of profitability but not for the Facilities. This intangible asset should 

also have been calculated for Facilities. Including this intangible asset, in line with 

the published methodology for Funders, reduces KPMG’s calculation of the 

industry ROCE for Facilities to 17.7% (¶5.10 to ¶5.21). 

 Second, KPMG has adopted an inconsistent approach to calculating the gross 

replacement cost of assets. Applying consistent assumptions reduces KPMG’s 

calculation of the industry ROCE (¶5.22 to ¶5.29). 

 Third, KPMG has adopted different assumptions for the remaining UEL of assets. 

This creates an age bias in KPMG’s calculations. Adopting a consistent approach 

for Mediclinic and Netcare reduces KPMG’s calculation of Netcare’s ROCE by 

[redacted] percentage points and the industry ROCE by 1.0 percentage points 

(¶5.30 to ¶5.34).  

 Fourth, KPMG adopts an inappropriate depreciation profile for Life’s equipment, 

which creates a large notional profit gain in 2013. This distortion arises purely 

from an unreasonable modelling approach that is not linked to the underlying 

business reality. Correcting this issue, reduces Life’s ROCE by c. [redacted] 

percentage points and the industry ROCE by 1.3 percentage points (¶5.35 to 

¶5.39). 

 Fifth, KPMG considered a working capital sensitivity that included cash for 

Funders. KPMG did not perform this sensitivity for Facilities. Including cash for 

Facilities reduces the industry ROCE by 1.1 percentage points (¶5.44 to ¶5.47). 
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 Finally, KPMG included an inconsistent category of liabilities in the working capital 

of [redacted]. Correcting this reduces [redacted]’s and the industry ROCE (¶5.48 

to ¶5.50). 

 The cumulative effect of the corrections above has a material effect on KPMG’s 

calculation of the industry ROCE, as shown in the chart below.21 The chart also: 

(1) updates KPMG’s analysis of Netcare for actual BER index data (¶4.27); 

(2) adopts monthly average working capital for Netcare (¶4.45); 

(3) assesses the industry average on a weighted basis (¶4.27); and 

(4) shows KPMG’s results using their unsmoothed approach (¶4.30).  

 This analysis shows that correcting for inconsistencies reduces KPMG’s 

assessment of the industry ROCE to 15.7%, which is below KPMG’s assessment of 

the industry WACC of 16.8%. If the Indexed Approach or the Undepreciated 

Approach were adopted, as discussed above, the ROCE would fall further.  

Figure 2-2: Cumulative effect of adjustments on the industry ROCE 

 

Note: Grey dotted line represents KPMG’s WACC. Source: Figure 5-2. 

                                                           
21  The effect of each correction in isolation is greater than the cumulative effect. The size of 

each adjustment depends upon the order the corrections and adjustments are made. 
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KPMG’s WACC calculation is understated 

 KPMG estimated an average WACC of 16.8% over the Review Period for Netcare 

and the other Facilities. I have previously estimated a conservative range of 16.2% 

to 17.4% for the WACC, which reflects the minimum return on capital that would 

be expected in a competitive market, before the application of any specific risk. I 

have concluded that a higher WACC range could be supported (¶6.1 to ¶6.3). 

 The HMI and KPMG have not considered my evidence that the WACC reflects the 

minimum return firms require in the long term. The HMI and KPMG have failed to 

determine the reasonable level for the cost of capital in a normal and sufficiently 

competitive market, even though the HMI acknowledges that some level of 

tolerance above the WACC is required (¶6.11 to ¶6.12). 

 KPMG stated that it considered a WACC range but has selected a point estimate 

that reflects a “fair” or “middle ground”. However, no WACC range has been 

provided so it is not possible to test how KPMG select its point estimate. Based on 

my analysis, I consider that KPMG biases its calculation of WACC downwards and 

does not present fair middle ground (¶6.5 to ¶6.10). 

 There is strong evidence to support a higher WACC. First, KPMG’s equity market 

risk premium (“EMRP”) of 6% is a lower bound. The evidence I have reviewed 

suggests an EMRP of 7.5% or higher can be supported (¶6.13 to ¶6.18). Second, 

KPMG’s gearing of 35% overstates gearing. If KPMG had performed its analysis on 

a consistent basis, it should have concluded on a value below 30%. My previous 

analysis suggests 27% is more reasonable (¶6.19 to ¶6.23). Third, KPMG’s debt 

spread of 1.25% is unsupported. My analysis indicates that a debt spread of 2.9% 

is more reasonable (¶6.24 to ¶6.30). Taken together, these adjustments increase 

KPMG’s WACC to 18.9%, before the application of specific risk as shown in the 

figure below. 
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Figure 2-3: Effect of alternative reasonable assumptions on KPMG’s WACC 

calculation 

 

Source: GH6: Figure 4-1 and Appendix 4. 

 The HMI accepts it needs to cater for the comparison of ex-post performance to 

the ex-ante WACC (i.e. for specific risk). As such, a reasonable degree of tolerance 

is required.22 However, no attempt has been made by the HMI or KPMG to 

quantify this tolerance. I have presented evidence to show that a reasonable 

allowance for specific risk is 5 percentage points. This would increase KPMG’s 

assessment of the WACC, including the adjustments above, to 23.9% and KPMG’s 

WACC adjusted for only specific risk would be 21.8%. Both WACCs are above the 

industry ROCE presented by the HMI in its Provisional Findings of 21% (i.e. before 

any of the adjustments for methodological and inconsistency issues discussed 

above) (¶6.31 to ¶6.34). 

                                                           
22  Provisional Findings: 6.449. 
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HMI’s interpretation of the profitability trend is incorrect 

 The HMI concludes that the industry ROCE has been increasing and that there is 

no sign of this being corrected. This is used to support the HMI’s conclusions that 

significant remedies need to be implemented. I consider that KPMG’s analysis is 

flawed for the following reasons. 

 First, I have performed a more detailed analysis of Netcare’s profitability trends. I 

have considered two further years after the Review Period. I have also updated 

the BER index for actual data that was previously unavailable to me. [redacted] 

(¶7.5 to ¶7.11). 

 Second, if the relevant adjustments discussed in Section 4 and 5 are adopted, 

Netcare’s ROCE is significantly lower in each year. [redacted] (¶7.12 to ¶7.13). 

 Third, the HMI’s conclusions are confused, noting both stability in and an increase 

in profits. Given that the HMI concludes that margins are not excessive, the HMI 

should have concluded that prices were not above competitive levels. The HMI 

does not explain why increasing profits gives rise to a competitive concern if the 

profits are still found to be below an excessive level. The alternative and more 

reasonable conclusion is that prices are simply trending up to an acceptable 

competitive level over time (¶7.14 to ¶7.20). 

 Fourth, any trend analysis is subjective. KPMG’s smoothed and unsmoothed 

methodologies show differing trends. The HMI has been selective in the 

presentation of the smoothed results only. If the HMI had presented KPMG’s 

unsmoothed analysis, it would have seen a declining profitability after 2013. 

Adjusting for the issues raised in Sections 4 and 5 indicates that the industry’s 

profitability is lower than that assessed by KPMG. Hence, any observed increase in 

profits would suggest a return towards normal levels of profitability after the 

global financial crisis. Additionally, the simple application of ROCE methodology 

leads to an increase in profitability over time (i.e. due to depreciating assets and 

the inclusion of indexation gains). The HMI has not accounted for age and 

inflation bias in its trend analysis (¶7.21 to ¶7.33). 

 Fifth, the HMI concludes that profits in the future will not be “challenged”. It is 

unclear why the HMI considers that profits need to be challenged, given that it 

has found that profits are not excessive. However, it appears that profits have 

been challenged in recent years as profitability has declined. This is consistent 

with the additional entry by NHN and Independents in recent years as described 

in Ms Guerin Calvert’s Report (¶7.34 to ¶7.39). 

 Sixth, the HMI’s Period Analysis is flawed because the selection of the period is 

arbitrary. [redacted] (¶7.40 to ¶7.43). 
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 In conclusion, I find that profitability has not increased after 2014 / 2015. This 

directly contradicts the HMI’s assertion that no indication “has been found that 

these profits are likely to be seriously challenged in the foreseeable future, either 

by the competitive process between the incumbent players themselves or by 

innovative, disruptive competition and/ or entry to the market of significant new 

players”.23  

The Provisional Findings’ assertions in respect of cost efficiency are unsupported 

and incorrect 

 Having concluded that the Facilities are inefficient, it is critical to note that the 

HMI has not actually assessed the costs or efficiency of the Facilities. The HMI has 

only analysed claims expenditure (i.e. the amounts claimed in respect of all 

hospital care including practitioners). This analysis does not provide any indication 

as to whether costs are efficiently incurred (¶8.6 to ¶8.10). 

 Efficiency analysis requires comparing costs to an appropriate benchmark. It is not 

sufficient to simply observe that costs (or in the case of the HMI’s analysis, claims 

expenditure) are increasing. To assess cost efficiency, one needs to compare costs 

to the level of cost that one would expect to find in a normally competitive 

market. Several standard approaches have been used by regulators to assess the 

efficiency of regulated industries in the context of for setting price controls. None 

of these approaches have been used by the HMI to determine the efficiency of 

Facilities (¶8.11 to ¶8.16). 

 The HMI states that submissions have been made highlighting several cost factors 

that might explain increases in the Facilities’ costs. The HMI admits that it has 

“not been able to test the veracity of these claims in detail” and that how these 

“impacted on expenditure, has not been tested” (¶8.17 to ¶8.24).  

 I have performed a review of Netcare’s costs. Most of Netcare’s costs fall outside 

its control. Increases in the costs of the most material cost categories such as 

nursing costs and consumables would be observed by all operators, even in a 

competitive market. The HMI has not performed an assessment of Netcare’s costs 

or assessed the evidence that shows that Netcare acts innovatively to reduce 

costs where possible (¶8.25 to ¶8.37). 

 Based on the evidence Netcare has provided, reductions in certain costs may be 

possible if alternative policies were enacted with respect to the ability to parallel 

import consumables and to increase the availability of nursing training. It is not 

                                                           
23  Provisional Findings: 6.463. 
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clear why these issues have not been addressed by the HMI in their 

recommendations. 

The remedies in respect of the Facilities are inappropriate 

 The Provisional Findings indicate that for Facilities, some form of bilateral 

negotiations with Funders (which is not clearly articulated) would continue under 

certain circumstances. Otherwise a multilateral tariff setting mechanism under 

the auspices of a proposed new Supply Side Regulator of Health (“SSRH”) would 

be introduced. The HMI puts forward two alternative proposals. Under Proposal 

1, the SSRH would determine tariffs after submissions were made within a 

‘multilateral forum’. Under Proposal 2, tariffs would be negotiated between 

stakeholders for the next benefit year within a ‘multilateral negotiation forum’ 

under a process managed and to be determined by the SSRH (¶9.4 to ¶9.9). 

 The HMI’s proposed remedies are in many places vague, contradictory, not clearly 

articulated, and confusing. In the recent HASA conference on 2 October 2018, 

Prof Fonn appears to have agreed that this is the case, noting, that these 

proposals will not, in fact, apply to the Facilities and are intended for practitioners 

and other providers, except where bilateral negotiations fail. This appears at odds 

with the statements within the Provisional Findings. I further note that Prof Fonn 

did not provide a description of what will constitute a failure of bilateral 

negotiations. I have been instructed to assume that price regulation 

recommendations advanced by the HMI (i.e. Proposals 1 and 2) were intended to 

apply to the Facilities (¶9.8 to ¶9.9). 

 The HMI accepts that the remedies it proposes need to be “appropriate” and 

“practical”. That is, they must be both proportionate to the harm observed, 

correct the market failure and be practical to implement (¶9.10 to ¶9.14). 

However, I consider that the proposals are not appropriate or practical for the 

following reasons. 

 First, it is conventional wisdom that economic price regulation is a remedy that is 

only applied in circumstances where the most egregious forms of market failure 

are found or situations of natural or statutory monopoly in which there is no 

prospect of economically efficient market entry. The HMI concludes that profits 

(and hence tariffs) are not excessive. Consequently, price regulation would not 

address the competitive concerns identified by the HMI. I note that the CMA 

rejected the introduction of price regulation in the UK even when it found prices 

to be excessive (¶9.15 to ¶9.21). 

 Second, none of the principles or objectives, that the HMI wishes to achieve, nor 

any of the market failures that the HMI observes, are remedied by price control 
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regulation. The HMI finds that the Facilities are concentrated and that there are 

inefficient levels of utilisation and SID. However, notwithstanding the fact that 

Netcare’s experts conclude the HMI’s findings regarding these alleged failures are 

incorrect, regulating prices will not lower the levels of utilisation or address issues 

relating to SID (¶9.22 to ¶9.29). 

 Third, the economic evidence indicates that prices are reflective of costs, and that 

there is no evidence that the costs incurred are at an inefficient level. This means 

that the HMI’s assertions that tariffs may be overstated because of collective 

bargaining prior to 2004 are wrong (¶9.30 to ¶9.36).  

 Fourth, the HMI’s proposals fail to understand that setting prices is a complex and 

time-consuming process, even when there are few tariffs. The HMI has provided 

no evidence to show where such approaches have been applied successfully 

elsewhere, or how they would deal with both the complexity of the healthcare 

sector compared to other industries in which economic regulation of prices is 

more common. Based on recent regulatory evidence within South Africa more 

generally, it is unlikely that the recommendations would be successful, even if 

they were appropriate (¶9.37 to ¶9.45).  

 Fifth, the HMI has not explained why it considers its recommendations will 

succeed where other regulations in the healthcare sector have failed nor why the 

proper and complete implementation of these existing regulations could not 

address the market failures it claims to have identified (¶9.46 to ¶9.49). 

 Sixth, the HMI has not considered the complexity, timeliness and costliness of its 

dispute resolution process. The process of challenging regulatory decisions can 

take many years. The HMI presents no support for its assumption that the dispute 

process can work on a cost-efficient and timely basis (¶9.50 to ¶9.58). 

 Finally, the HMI provides no evidence to show how the purported and undefined 

benefits of the proposed regulatory pricing regime will outweigh the costs. The 

HMI has not considered the issues other regulators in South Africa currently face. 

These issues include the availability of suitably skilled and experienced staff, 

inadequate funding and regulatory failure (¶9.59 to ¶9.63). 

 I conclude that the HMI’s remedies for the Facilities are inappropriate and 

impractical.  
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3. Data room process and limitations  

Introduction 

 The HMI allowed a restricted number of Netcare’s experts and their 

representatives to review certain confidential information in the Data Rooms. I 

was represented in the Data Rooms by Dr Timothy Gardiner.24 The HMI made 

available a limited number of computers. Consequently, Dr Gardiner was 

unassisted in his review of the data.  

 The First Data Room was made available between approximately 09.00 to 16.30 

on 6 August 2018 to 8 August 2018 and 10 August 2018. The Second Data Room 

was made available between approximately 09.00 to 16.30 on 3 September 2018 

to 5 September 2018.  

 Ms Heather Carswell (“Ms Carswell”), a partner of KPMG, the HMI’s economic 

advisor for profitability, was present briefly in the data room on 3 September 

2018 to explain what aspects of KPMG’s analysis would be provided. Ms Carswell 

was available to respond to certain questions on 5 September 2018. KPMG’s 

Responses to further written questions sent to the HMI on 10 September 2018 

were provided on 28 September 2018. 

 In this section, I first explain the purpose and function of a data room. I then 

describe the information I requested and the information that was subsequently 

provided. I explain that the Data Room process was conducted inefficiently, and 

that certain information was not made available. These factors have restricted my 

ability to respond in full to the Provisional Findings. 

Purpose and function of a data room 

 In this section, I explain best practice regarding the access to confidential data 

within a data room, drawing on my experience of data rooms in the UK. 

 During a market inquiry, there is a need for transparency, reasonable disclosure of 

the analysis performed and a clear articulation of how the evidence has been used 

to support findings and recommendations. In the UK, the CMA notes that 

transparency is important to ensure due process, fairness, and to ensure that the 

                                                           
24  See paragraph 1.11 above. 
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parties understand how the analysis performed affects them. Parties should be 

allowed an opportunity to identify inaccurate, incomplete and misleading 

information. This ensures that the effectiveness, efficiency and quality of inquiries 

are improved and that remedies are appropriate and practical.25  

 It is generally accepted that during this process, confidential financial and other 

data will need to be protected, typically using a data room or a confidentiality 

ring. In a data room, confidential data is made available in a specific location to a 

limited number of advisors, under strict conditions to safeguard confidentiality. 

This ensures that parties can access the underlying analysis that supports the 

findings. In a confidentiality ring, access to confidential data is provided to parties 

at their own location. The parties will typically sign appropriate undertakings and 

make specific representations to protect the confidentiality of data.  

 The CMA notes that not all data will necessarily be disclosed.26 However, it states 

that “financial information or data relating to a business that is more than two 

years old” and “information which can readily be deduced from information in the 

public domain” are examples of information where disclosure is unlikely to cause 

harm.27 In general, I have requested disclosure of financial information that is over 

two years old and / or is based on market data. 

 If the CMA considers that there is a need to disclose confidential data for reasons 

of due process, it will ensure access to data.28 I consider that the information I 

describe below was necessary to ensure that the HMI’s Provisional Findings could 

be understood and reasonably evaluated. Consequently, the information should 

have been provided from the outset of the data room process.  

 The HMI has had considerable time to prepare for the Data Rooms. In addition, I 

note that much of the information requested had previously been requested prior 

to the Provisional Findings. The issues encountered by the HMI could have been 

managed in advance to ensure a more efficient and transparent review of the 

analysis relied upon by the HMI. 

                                                           
25  Exhibit GH9-1: CMA, Chairman’s Guidance on Disclosure of Information in Merger 

Inquiries, Market Investigations and Reviews of Undertakings and Orders, April 2013, 

(“CMA Chairman’s Guidance”) paragraph 2.2. 

26  Exhibit GH9-1: CMA Chairman’s Guidance, paragraph 9.2. 

27  Exhibit GH9-1: CMA Chairman’s Guidance, paragraph 9.6. 

28  Exhibit GH9-1: CMA Chairman’s Guidance, paragraphs 9.17 to 9.19. 
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Information requested and provided 

 The information I requested for the Data Room fell into three broad areas:29 

(1) the detailed analysis that KPMG performed on the profitability and WACC 

of each of the Facilities. This information should have included the 

underlying models and data used by KPMG to calculate the ROCE and 

WACC. I requested this information to ensure that KPMG’s analysis was 

performed using a consistent set of assumptions and methodologies; 

(2) the detailed analysis that KPMG performed on the profitability and WACC 

of each of the Funders. I requested this information to determine whether 

the analysis for the Funders and the Facilities was performed on a 

consistent basis; and 

(3) the analysis the HMI relied on to support its statements regarding the 

alleged cost inefficiency of the Facilities.30 The HMI does not present any 

analysis on the cost inefficiency of the Facilities in its Provisional Findings. 

 I discuss below the information provided in respect of each area below.  

Analysis in respect of the profitability of the Facilities 

 I requested KPMG’s analysis of Life and Mediclinic’s profitability to ensure its 

calculations were performed on a consistent basis.31 If calculations are performed 

inconsistently, this can bias the calculation of market profitability and the trends 

observed.  

 In the First Data Room, Dr Gardiner was provided with information relating to Life 

and Mediclinic’s own profitability analysis and the profitability annexes prepared 

by KPMG (i.e. the outputs from KPMG’s analysis). KPMG’s underlying calculations, 

models and working papers were not provided. Consequently, my review of 

Facility profitability was restricted. Access to KPMG’s models would have allowed 

me to review the data on a complete and efficient basis. 

 Information in the Data Rooms was also provided on a piecemeal basis, with no 

logical structure (i.e. data was not arranged by submission or chronologically). No 

data was available on 6 August 2018. On subsequent days, parts of Life and 

                                                           
29  Letters from Nortons to the HMI dated 27 July 2018, 14 August 2018, and 29 August 2018.  

30  Provisional Findings: 6.450 “an inefficient firm may exert market power but high costs 

arising from inefficiencies may depress the profitability of the firm”. 

31  I have explained that it is important that the approach used to calculate profitability is 

consistent across the Facilities. GH6: 1.19; 16 November 2017 transcript, page 33; GH7: 

3.12, GH8: 1.19. 
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Mediclinic’s submissions were provided. The HMI stated that all of Life and 

Mediclinic’s submissions had been provided by 10 August 2018, the last day of the 

data room. Dr Gardiner only had a limited period to review the available data. 

 In the Second Data Room, KPMG provided a hardcoded version of its model (i.e. 

all coding / formulae were deleted). This data was provided at the end of the first 

day of the Second Data Room. I understand that KPMG used the morning and 

afternoon on the first day to generate the hardcoded version of its model. As the 

model was hardcoded, it was not possible to test the model or run sensitivities. 

Dr Gardiner had to use his limited time to re-generate the necessary formulae to 

allow him to test the data. This was an extremely inefficient process. 

 KPMG explained to Dr Gardiner that the underlying workings contained their 

intellectual property and could not be reviewed. KPMG also explained that the 

workings linked to information on their internal servers and that the model would 

not work outside of KPMG. I make the following observations. 

 First, I do not understand KPMG’s concern regarding intellectual property. KPMG 

had the opportunity to review my analysis, within a fully functional model. This 

allowed them to perform sensitivities and adjustments on an efficient basis. Based 

on our review of KPMG’s models, it does not appear that changes were made to 

the model that would normally be protected by intellectual property. 

 Second, it is not best practice to link several models together. This can lead to 

coding errors if the underlying files are moved or renamed, or if data needs to be 

updated.32 Without access to the fully operational models these issues cannot be 

investigated. Notwithstanding this issue, I consider that KPMG could easily have 

provided its model with these linked values hardcoded, but with the remaining 

functionality left intact.33  

 Third, KPMG said to Dr Gardiner in the Data Rooms that the HMI has not been 

provided with KPMG’s full analysis. Consequently, the HMI has not audited the 

models and has not tested if KPMG’s analysis is performed on a consistent basis. 

Analysis in respect of the profitability of the Funders  

 I requested specific profitability related information in respect of the Funders to: 

                                                           
32  For example, the FAST standard says at 1.03-01 that “Multiple, inter-linked workbooks are 

usually difficult to manage and generally a bad idea”. Exhibit GH9-2: FAST standard. 

33  FAST 1.03-03 notes that a single import / export sheet should be used if there are multiple 

links to other models. In which case the model retains its own functionality if that sheet is 

simply hardcoded. Exhibit GH9-2: FAST standard.  
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(1) ensure that the analysis was consistent with the Facility profitability 

analysis; 

(2) determine why the WACC used for the Funders was circa 4 percentage 

points higher than the WACC used for the Facilities (i.e. 20.9% for the 

Funders compared to 16.8% for the Facilities);34 and 

(3) assess the value of the intangible asset for the Facilities’ workforce. KPMG’s 

analysis ignored the well-trained workforce of the Facilities.35  

 No analysis of Funder profitability was provided in the First Data Room. The HMI 

claimed this information was confidential. I consider that aspects of this 

information were unlikely to be confidential. For example, I do not consider 

details of the methodology employed to calculate the workforce intangible asset 

to be confidential. In this regard, a redacted version of KPMG’s report on the 

Funders’ profitability could have been made available. In addition, the generic 

inputs to the WACC calculation (e.g. risk-free rate, beta, market risk premium) are 

unlikely to be confidential because this information is based on market data. 

 Prior to the Second Data Room, the HMI asked me to provide a rationale for the 

requested information. This was used to request disclosure from the Funders, 

which I understand was declined by the Funders. I understand that Metropolitan 

subsequently consented to the provision of a redacted report when Nortons 

contacted them separately. I understand that Nortons provided the same 

rationale that had been provided to the HMI.36 During the final day of the Second 

Data Room, Dr Gardiner was provided with a redacted version of Metropolitan’s 

profitability analysis. 

 Ms Carswell and the HMI were unwilling to explain why there were 

inconsistencies in the ROCE analysis performed for Funders and Facilities.  

Analysis to support the HMI’s statements regarding cost inefficiency 

 The HMI raises a concern that the Facilities might be inefficient, which might 

distort the profitability analysis (i.e. low profits may not provide conclusive 

evidence of a well-functioning market).37 There is no analysis on the cost 

                                                           
34  Provisional Findings 5.388 and 6.455. 

35  Provisional Findings 5.381. 

36  Letter from Nortons to Metropolitan dated 4 September 2018.  

37  Provisional Findings: 6.460 and 6.462. 
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efficiency of Facilities in the Provisional Findings.38 Consequently, I requested the 

efficiency analysis performed on the efficiency of the Facilities.39  

 No analysis was provided to Dr Gardiner in the Data Room to support the HMI’s 

Provisional Findings on the cost efficiency of the Facilities. I assume from this that 

no efficiency analysis has been performed. Consequently, the HMI’s conclusion 

that “the costs structures and efficiency of firms indicating that there may not be 

sufficient competitive discipline to keep costs and tariffs low” is unsupported.40 

Conclusion 

 In my experience, data rooms are often used to manage issues of confidentiality 

and to allow parties to understand the analysis performed by the competition 

authority. In the UK, the CMA is keen to ensure that there is sufficient 

transparency to allow parties to challenge the analysis it has performed (¶3.5 to 

¶3.10). 

 My data requests predominantly focussed on the provision of KPMG’s analyses in 

respect of the Facilities’ and Funders’ profitability. As this analysis forms an 

important part of the conclusions reached by the HMI, it is important that it is 

subject to scrutiny and to ensure that consistent approaches have been adopted. 

Failure to adopt a consistent approach is likely to bias profitability levels and 

trends (¶3.11 to ¶3.13).  

 The HMI did not provide all the data that I had requested and was poorly 

prepared for the Data Rooms. I do not understand why this was the case, given 

that the HMI were aware of my requests well in advance of the Data Rooms.  

 For example, certain data was only provided part-way through the Second Data 

Room. I also did not receive all the analysis I had requested. Some analysis was 

provided in an unusable format. I understand that the HMI did not have access to 

KPMG’s analysis and have not tested its reasonableness, accuracy or consistency. 

Overall, the data room process was conducted on an inefficient basis with data 

provided on a piecemeal basis with no logical structure. This made it difficult to 

review. These inefficiencies have restricted my review of the Provisional Findings 

(¶3.14 to ¶3.26).  

                                                           
38  As I explain in Section 8 below, the expenditure analysis is not an efficiency analysis. 

39  Letters from Nortons to the HMI dated 28 July 2018, 14 August 2018 and 28 August 2018. 

40  Provisional Findings: 6.462. 
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4. KPMG’s ROCE analysis – methodological issues 

Introduction 

 The Provisional Findings present the profitability of the Facilities on an aggregate 

basis and individually.41 The HMI concludes that the “profitability analyses suggest 

that the relevant firms show consistently profitable margins over and above the 

long term cost of capital. However, the margins do not appear to be excessive 

when compared to the WACC”.42  

 I explain below that due to methodological issues, KPMG has overstated the ROCE 

for the Facilities. Consequently, the HMI cannot conclude that profit margins are 

above the cost of capital. I explain that: 

(1) KPMG’s approach is too narrow in scope. By dismissing other well 

supported alternative approaches to calculating ROCE, the HMI presents a 

biased upper estimate of profit margins; 

(2) KPMG’s presentation of results is biased and the calculation of the industry 

ROCE contains errors;  

(3) KPMG unreasonably considers only one asset valuation scenario; 

(4) KPMG has not considered the range of plausible input assumptions and 

selects certain assumptions that increase the ROCE;  

(5) a Price Cost Test was not performed. This test demonstrates that Netcare’s 

prices are not excessive; and 

(6) the HMI states that they have considered a tolerance around the ROCE and 

WACC, but do not state what level of tolerance has been applied. Precedent 

suggests that the bar for any tolerance should be appreciably high. 

                                                           
41  Provisional Findings: 6.430 to 6.463.  

42  Provisional Findings: 6.457. 
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KPMG considered a narrow range of profitability metrics 

 KPMG valued assets at depreciated replacement cost and included unrealised 

indexation gains (i.e. the annual increase in replacement cost arising from 

inflation after accounting for acquisitions and disposals, also called holding gains / 

losses) in the calculation of profit (i.e. EBIT).43 KPMG also adopted a TIRR 

method.44 

 The Provisional Findings state that the ROCE and TIRR methodologies were 

adopted after consultation with the parties and that although concerns were 

raised with the methodologies proposed, “no better alternative methodology was 

put forward”.45 This is incorrect: 

(1) I proposed an Indexed Approach that excluded unrealised indexation gains 

from profits. I have previously explained the merits of this approach and 

the issues with KPMG’s approach.46 My alternative approach is supported 

by regulatory and competition precedent.47 Life and Mediclinic also 

indicated that there were issues with KPMG’s approach.48 The Provisional 

Findings do not explain why alternative approaches were not considered;  

(2) I proposed a Price Cost Test.49 The Price Cost Test has been dismissed by 

the HMI as “providing no additional information”.50 I disagree for reasons 

discussed below; and 

                                                           
43  KPMG adopts two approaches with respect to the inclusion of revaluation gains. The first 

includes revaluation gains in the year they arise (i.e. the unsmoothed approach). The 

second averages the unrealised gains over the Review Period (i.e. the smoothed 

approach). 

44  I do not consider the TIRR in this report, as both KPMG and the HMI accepts it is an 

inferior metric to the ROCE (see paragraph 2.11 above). 

45  Provisional Findings: 6.439. 

46  GH4: 3.28 to 3.32 and 7.4, GH6: 3.11 to 3.17, GH8: 2.20 to 2.25. 

47  Ex GH6-19: 98/332/EC, 8 April 1998, page 33.   

48  Provisional Findings: 6.444 and submissions by the Facilities in the Data Rooms. 

49  GH4: 3.55 to 3.58 and GH6: Section 5.  

50  Provisional Findings: 6.440. 
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(3) I proposed an Undepreciated Approach.51 The Provisional Findings do not 

comment on this approach. I understand that [redacted] also argued that 

assets should be undepreciated at the start of the Review Period.52 

 KPMG have not addressed the well-known theoretical problems with its 

unrealised indexation gain approach. These problems cannot simply be ignored. 

Consequently, the HMI should have regard to alternative methodologies.  

Unrealised indexation gains 

 KPMG includes unrealised indexation gains (or losses) arising from asset 

revaluations within EBIT. As inflation is generally positive throughout the Review 

Period, this results in annual gains that increase KPMG’s EBIT and ROCE. 

 In relation to the unrealised indexation gain approach, the HMI states that 

“Netcare accepted this as the correct approach in the context of the Inquiry’s 

methodology paper”.53 This is a mischaracterisation of my views. I have stated on 

numerous occasions that the inclusion of unrealised gains or losses is just one 

approach that has been considered by regulators and competition authorities in 

other investigations. However, I have also stated that it is not the only approach 

that has been used in excessive pricing cases and market inquiries. In my Sixth 

Report I stated that:54 

“I consider that the Commission has inappropriately constrained its 

analysis to a single form of the depreciated replacement cost 

methodology, when reasonable alternative methodologies are justified. 

In doing so, the Commission has adopted a methodology that produces 

higher estimates of the ROCE. It has ignored methodologies that produce 

lower estimates. This may be regarded as a biased approach”. 

 The regulatory precedent supporting the inclusion of unrealised indexation gains 

in EBIT comes from ex-ante price regulation.55 However, the application of this 

                                                           
51  GH1: 3.36, GH3: 4.5 to 4.7, GH4: 3.9, GH6: 3.8 to 3.10.  

52  [redacted] argued that all assets should be considered new at the start of the period to 

test whether an entrant could have made a reasonable return at [redacted]’s prices and 

cost base over the Extended Review Period. See [redacted]. 

53  Provisional Findings: 6.444. 

54  GH6: 3.7. 

55  GH6: 3.13. 
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approach in ex-post competition cases is problematic. I explained in my Sixth 

Report in January 2017 that:56 

(1) the approach implicitly assumes gains or losses will be realised. However, 

the realisation of any gain or loss is inherently uncertain. Any period of 

deflation would act to reverse prior holding gains (and vice versa); 

(2) the approach has a clear logical flaw in that it suggests firms would charge 

lower prices during periods of inflation, leading to prices being charged 

below cost.57 This would prevent Facilities from recovering their operating 

costs, which could lead to insolvency;  

(3) asset price increases would lead to holding gains which in turn reduce in-

year capital reward charges. It is counterintuitive that higher asset values 

should lead to lower prices in a competitive environment.58 This is not 

logical because this would prevent the entry of competitors at current 

replacement cost; 

(4) the inclusion of holding gains and losses is based on precedent from ex-ante 

price regulation, which can guarantee a price path in the absence of 

competition. The method is unsuitable in an environment where future 

prices cannot be guaranteed; and 

(5) ex-ante regulation is imposed only when there is structurally durable 

market power, which gives a regulator a long time-horizon. An ex-ante 

regulator can adjust the cost-recovery path in a manner that is not available 

to an ex-post competition authority, as this focusses on a sub-set of an 

asset’s life. 

 The HMI and KPMG have only responded to some of these points at a high level. 

 I have also explained that the inclusion of indexation gains affects the profile of 

returns. Consequently, the HMI needs to be careful not to confuse profitability 

growth with inflation (i.e. inflation bias).59 I have explained that with KPMG’s 

approach, increasing profitability can simply be a function of inflation (i.e. even 

                                                           
56  GH6: 3.14. 

57  For example, if revenues are R100 and operating costs are R95, there is R5 of profit. If the 

asset base is R100 and inflation runs at 10%, this would reduce revenues by R10, i.e. to 

R90. This means that in each year a loss of R5 would be made. 

58  Alternatively, that the threat of entry from a competitor with lower asset costs would 

induce incumbents to increase prices is also counterintuitive. 

59  GH6: 3.16. 
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when there is no change in prices or operating costs). The HMI has not accounted 

for inflation bias when interpreting profitability trends. As such, their analysis is 

flawed. Profits that increase due to asset inflation tells us nothing about the 

competitive dynamics in the market or the underlying operating environment. 

 The table below shows that KPMG’s indexation gains account for 30% of the total 

operating profit calculated by KPMG. Hence, KPMG’s adjustment leads to a 

material increase in Facility profitability. Removing these unrealised indexation 

gains reduces the industry ROCE from 21.0% to circa 14.7%.60 

Table 4-1: Unrealised indexation gains as a proportion of total operating profit 

Facility Unrealised indexation gains as a proportion of total 
operating profit 

Life [redacted] % 

Mediclinic [redacted] % 

Netcare [redacted] % 

Average 30% 

Note: Calculated in the Data Room. I was not permitted to take my analysis from 

the Data Rooms. The figures above can be replicated by dividing the unrealised 

indexation gains by EBIT for each Facility, as calculated by KPMG. My analysis in 

respect of Netcare is set out in Appendix 1. 

 My analysis shows that the difference between KPMG’s assessment of the ROCE 

and the WACC is completely explained by the inclusion of revaluation gains. 

Without their inclusion, KPMG’s ROCE is significantly below KPMG’s WACC. For 

Netcare, the ROCE reduces from 18.5% to [redacted]% under my Indexed 

Approach, which excludes unrealised gains.61 [redacted] stated that unrealised 

indexation gains accounted for approximately [redacted] percentage points of the 

ROCE calculated by KPMG, which is comparable to my findings for Netcare.62 

                                                           
60  21.0% x 70% = 14.7%. 

61  GH6-1: My Profitability Model, tab Bottom-up Replacement Costs-HMI, cell P321, after 

updating plant and equipment values to reflect the Generic Cost Model and correcting 

KPMG’s working capital error.  

62  [redacted]. 
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 The HMI does not address each of the criticisms above. It only states:63 

(1) whilst it accepts that the unrealised gains and losses are non-cash in nature 

and irrelevant in making management decisions and assessing 

performance, the same can be said for depreciation and amortisation; 

(2) the model needs to be fully articulated to ensure all aspects of the 

revaluation are considered in the ROCE and that it is incorrect to ignore any 

aspect of the revaluation; and  

(3) the inclusion of revaluation gains serves to moderate, for comparison 

purposes, differences in approaches to revaluation by the relevant firms. 

 Unrealised indexation gains are not like depreciation and amortisation. 

Depreciation is a proxy for the annualised cost of investments made in tangible 

assets. If these costs are not recovered, firms would be unable to fund asset 

investments from profits. If a firm is constrained to earn profits after unrealised 

gains, this will reduce the ability of a company to replace its assets. Inflation gains 

are unrelated to operational activity.  

 It is unclear what the HMI means by the inclusion of these gains moderates 

differences in approaches to revaluation.64 The purpose of profitability analysis is 

to determine whether profits within a defined market are above a normal return. 

If different revaluation methodologies have been adopted, it is unclear how the 

HMI has assessed returns on a consistent basis.65 The HMI does not explain how 

its approach moderates its findings.  

 I have previously provided calculations to the HMI that reduce the effects of 

unrealised indexation gains (i.e. my Indexed Approach) and calculations that seek 

to minimise differences between the actual age of assets to those that would be 

acquired by a new entrant (i.e. my Undepreciated Approach). The HMI has not 

considered the results of these alternative approaches. Alternative approaches 

were also proposed by Mediclinic and Life.66  

                                                           
63  Provisional Findings: 6.445. KPMG has not commented on this issue in any detail. In 

December 2017, KPMG responded to certain of my comments for the first time. It also 

noted that whilst unrealised gains and losses were non-cash in nature, depreciation and 

amortisation were also non-cash in nature. KPMG Netcare Profitability Report: 2.4.1. 

64  Provisional Findings: 6.445. 

65  See Section 5 below. 

66  Provisional Findings: 6.444 and 6.446.  
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 By only considering an approach that includes unrealised indexation gains, the 

HMI presents an upper end case, which overstates profitability. Under the 

Indexed Approach, I calculate an average ROCE of [redacted]% for Netcare over 

the Review Period,67 which is significantly below KPMG’s WACC (i.e. 16.8%).68  

Undepreciated Approach 

 I have previously explained that an undepreciated asset (i.e. gross replacement) 

approach should have been considered.69 A depreciated replacement cost 

approach reflects the actual condition and age of the firm’s assets. A gross 

replacement cost approach measures the current replacement cost of new assets, 

which provides a proxy for competitive entry (i.e. the marginal entrant).70  

 A gross replacement cost approach removes asset age bias from the calculation. 

Consider two firms (e.g. A and B) that operate assets with the same gross 

replacement costs. Assume that Firm A’s assets are new and Firm B’s are 

depreciated, but both firms have the same prices and profits (EBIT). In this 

example, Firm A would generate a lower ROCE than Firm B using a depreciated 

approach, despite their prices and EBIT being the same. It would be unreasonable 

to conclude that Firm B made excessive profits because its assets were older.  

 An age bias is present in KPMG’s analysis because the Facilities have assets that 

are depreciated to different degrees. Netcare’s buildings are depreciated by 

[redacted]% to [redacted]% over the Review Period. KPMG assumes [redacted]’s 

buildings are over [redacted]% depreciated.  

 KPMG’s assumptions imply that firms’ prices should reflect their own costs in a 

competitive market. This is not the case because firms would increase prices up to 

the cost of the marginal entrant in a competitive market. If firms were only able to 

price at a level that allowed them a return on their depreciated replacement cost, 

then there would be no signal to encourage entry. This is clearly nonsensical and 

shows a significant flaw in KPMG’s analysis. If the HMI wishes to encourage 

competition, then a regulatory pricing regime that allows firms to only recover 

depreciated replacement costs will lead to reduced competition.  

                                                           
67  GH6-1: My Profitability Model, tab Bottom-up Replacement Costs-HMI, cell P321 (after 

updates noted in footnote 61). 

68  Provisional Findings: Table 6.16. 

69  GH1: 3.36, GH3: 4.5 to 4.7, GH4: 3.9; and GH6: 3.8.  

70  [redacted]. 
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 The HMI does not explain why it has not considered the Undepreciated Approach. 

It has not addressed issues relating to age bias and has not commented on the 

results of my analysis. In my Fourth Report and my Sixth Report, I explained that 

the Undepreciated Approach significantly lowered the ROCEs. My analysis 

indicates that KPMG’s ROCE for Netcare would be [redacted]% using an 

Undepreciated Approach (i.e. retaining all other KPMG assumptions and 

unrealised indexation gains). If unrealised indexation gains were also excluded, 

the average ROCE would fall to [redacted]%.71 These results are below KPMG’s 

market WACC (i.e. 16.8%).72  

KPMG’s presentation of results is biased 

 KPMG’s presentation of the industry ROCE is biased upwards because: 

(1) the industry average excludes independents and the NHN; 

(2) the industry ROCE in each year is calculated on an unweighted basis;  

(3) KPMG’s smoothed and unsmoothed approaches produce different average 

ROCEs. The HMI only presents the smoothed ROCEs, which are higher. 

Average excludes independents 

 The Provisional Findings explains that KPMG’s Facility profitability analysis relates 

to only 80% of the market and excludes independents and the NHN.73 The HMI 

has not investigated whether these excluded facilities have lower profitability due 

to lower economies of scale. Consequently, the HMI’s average industry ROCE may 

be overstated.  

 The Provisional Findings explored the issue of economies of scale for the 

Funders.74 The HMI did not consider this issue for Facilities. The HMI states that a 

greater number of firms may lead to better bargaining outcomes from the 

perspective of beneficiaries.75 However, this statement fails to consider the issue 

of economies of scale (i.e. fixed costs per patient) and that a greater number of 

                                                           
71  GH6-1: My Profitability Model, tab ‘BURC-CE-HMI’, cells P123 and P325 (after updates 

noted in footnote 61). 

72  Provisional Findings: Table 6.16. 

73  Provisional Findings: 6.432. The Provisional Findings state that this is based on both bed 

numbers and admissions. Ms Guerin Calvert’s Report suggests the bed numbers and 

admissions of the NHN and Independents are understated (Tables 3 & 4).  

74  HMI, Annexure 5:4 Economies of scale on administration fees. 

75  Provisional Findings: 1.48. 
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smaller firms could have higher fixed costs per patient (due to scale inefficiencies) 

and hence higher prices. 

KPMG estimates the industry average ROCE using a simple average 

 The industry average ROCEs presented in the Provisional Findings are based on a 

simple arithmetic average. This is not appropriate because the Facilities have 

different market shares. Consequently, the simple arithmetic average places equal 

weight on Facilities of different sizes. For this reason, it is better practice to 

consider the results on a weighted basis, where the industry average for each year 

is calculated by dividing total industry profit by the total capital employed. 

 The table below sets out my calculation of an industry weighted average based on 

KPMG’s assumptions. This shows that the weighted approach produces a lower 

average industry ROCE over the Review Period of 20.4%. In performing this 

calculation, I have made an adjustment to my previous calculations in respect of 

Netcare’s profitability. In Appendix 2, I explain that in my previous submissions, I 

used the BER Index to inflate land and building values in each year. Part of this 

data set was forecast data. I have now replaced these forecasts with actual data, 

which lowers Netcare’s ROCE from 18.5% to [redacted]% on a smoothed basis.  

Table 4-2: Weighted ROCE calculation (smoothed) 

Year EBIT  
 

(R million) 

Capital 
employed 
(R million) 

Industry ROCE Industry ROCE 
as per KPMG 

2006 [redacted] [redacted] 22.1% 22.5% 

2007 [redacted] [redacted] 16.9% 18.4% 

2008 [redacted] [redacted] 16.6% 18.1% 

2009 [redacted] [redacted] 19.9% 20.5% 

2010 [redacted] [redacted] 20.7% 21.1% 

2011 [redacted] [redacted] 21.2% 21.6% 

2012 [redacted] [redacted] 21.2% 21.5% 

2013 [redacted] [redacted] 22.3% 22.5% 

2014 [redacted] [redacted] 21.2% 21.6% 

2015 [redacted] [redacted] 22.1% 21.9% 

Average   20.4% 21.0% 

Source: Provisional Findings Table 6.15, Appendix 4. 

 Two further building indices were provided by Life (the CPAP Haylett Work Group 

180 and CPAP Haylett Work Group 181 indices). Adopting these indices, rather 

than the BER index reduces Netcare’s ROCE to [redacted]% and [redacted]%, 

respectively. I have previously noted that using PPI or CPI for land and buildings 
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also reduces the ROCE by circa 0.5 percentage points.76 This uncertainty should 

feed into the degree of tolerance that the HMI should have considered. 

Smoothed and unsmoothed ROCEs show variation 

 The Provisional Findings present ROCEs on a smoothed basis (i.e. averaging the 

revaluation gains over the Review Period and including a constant revaluation 

gain in each year). However, there is an unexplained variation between the 

average smoothed and unsmoothed ROCEs for [redacted] and [redacted]. I note 

that the unsmoothed results are lower for each. 

Table 4-3: Comparison of KPMG’s smoothed and unsmoothed ROCEs 

Facility Smoothed ROCE Unsmoothed 
ROCE 

Difference 

Life 22.0% [redacted] [redacted] 

Mediclinic 22.5% [redacted] [redacted] 

Netcare 18.5% [redacted] [redacted] 

 Source: KPMG Netcare Profitability Report: Tables 10 and 11, Data Room. 

 It is unclear to me why the Provisional Findings only presents the higher 

smoothed average values. KPMG’s simple average unsmoothed ROCE is 20.7%. On 

a weighted basis, KPMG’s weighted average falls to 20.2%. This is 0.8 percentage 

points lower than the industry average presented in the Provisional Findings.77 

KPMG considered only one asset valuation proxy 

 KPMG used Netcare’s Bottom-up Replacement Cost proxy to value the 

replacement cost of Netcare’s buildings.78 The only figure presented in the 

Provisional Findings for Netcare is the ROCE calculated using this single valuation 

proxy, suggesting there is agreement between the HMI and Netcare on the 

correct valuation basis.79 This presents a misleading picture of Netcare’s position, 

because although the HMI acknowledges that I considered eleven different asset 

                                                           
76  GH4: 4.18 and GH6: 2.11. 

77  Appendix 4. 

78  KPMG Netcare Profitability Report: 3.2.6.  

79  Provisional Findings: Table 6.16. 
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valuation scenarios, it does not present all of these results and does not comment 

on their reasonableness.  

 Although my preferred valuation approach for buildings was the Bottom-up 

Replacement Cost proxy,80 I have explained that this was a desktop exercise that 

did not contain all building costs.81 Consequently, this method is subject to 

measurement error that understates the replacement cost of Netcare’s hospitals 

and therefore I also considered several alternative proxies, each with their own 

strengths and weaknesses to obtain a richer picture of the likely range within 

which Netcare’s actual profitability was likely to fall.82 I have previously discussed 

the strengths and weaknesses of these alternative approaches.83  

 The HMI has not discussed why it has not considered these alternative 

approaches, other than to dismiss market-based approaches (i.e. due to an 

unassessed risk that the approaches might include excessive profits). However, as 

previously explained, one cannot simply assume that this is the case.84 The HMI’s 

conclusion might have more merit if profitability assessed using the market 

valuations were materially different from other proxies. Based on my analysis this 

does not appear to be the case (see Table 4-4 below). Consequently, the market-

based proxies also provide a reasonable estimation of building modern equivalent 

asset (“MEA”) values.  

 The ROCE varies between [redacted]% and [redacted]% depending on the asset 

valuation proxy selected (i.e. retaining KPMG’s other assumptions).85 Under six 

proxies Netcare’s ROCE is lower than the approach adopted by KPMG. The 

average ROCE across all proxies is [redacted]%, which is below KPMG’s calculation 

of the WACC. Under an Indexed Approach, the average ROCE is [redacted]%.  

                                                           
80  GH4: 4.27. This is because it was prepared by suitably qualified individuals from an 

independent firm of quantity surveyors for each hospital separately. However, associates 

and joint ventures were not included and hence the value of these had to be extrapolated. 

81  GH6: 3.32. 

82  GH6: 3.27. 

83  GH6: 3.27 et seq.  

84  GH6. 3.35. 

85  After updating Exhibit GH6-1 for the correction of the BER index data and the corrections 

in footnote 61. 
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Table 4-4: Comparison of Netcare’s ROCE including unrealised indexation gains 

and excluding indexation gains (all other assumptions as per KPMG) 

Proxy KPMG ROCE with 
indexation gains 

Indexed Approach 
ROCE  

Alberlito [redacted] [redacted] 

Blaauwberg [redacted] [redacted] 

Waterfall City [redacted] [redacted] 

Pinehaven [redacted] [redacted] 

Polokwane [redacted] [redacted] 

Generic cost model [redacted] [redacted] 

Mills Fitchet (2007) [redacted] [redacted] 

Mills Fitchet (2013) [redacted] [redacted] 

Mills Fitchet (2015) [redacted] [redacted] 

Insurance reinstatement [redacted] [redacted] 

Bottom-up replacement costs  [redacted] [redacted] 

Average  [redacted] [redacted] 

Notes: Average ROCE based on average cost per bed for land and buildings. 

Bottom-up replacement costs ROCE is smoothed. Source: Appendix 4.  

 In summary, the HMI has taken a narrow approach to the valuation of Netcare’s 

assets. In doing so, the HMI has adopted an approach that produces an ROCE 

towards the upper end of the reasonable range. Many alternative valuation 

proxies produce lower ROCEs. 

KPMG selects assumptions which increase the ROCE 

 I have previously explained that KPMG makes unreasonable assumptions that 

increase the ROCE. KPMG: (1) excludes goodwill; (2) excludes certain intangible 

assets (e.g. the assembled workforce); and (3) uses annual working capital figures, 

rather than monthly averages. I explain each below. 

Goodwill 

 KPMG excludes purchased goodwill, which increases the ROCE.86 KPMG and the 

HMI justify its exclusion by asserting that purchased goodwill includes capitalised 

super normal profits.87 They have not responded to my previous explanations that 

purchased goodwill potentially comprises two elements: (1) the value of 

intangible assets that were not separately identified and quantified on 

                                                           
86  KPMG Netcare Profitability Report: 3.2.7. 

87  KPMG Netcare Profitability Report: 3.2.7. 
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acquisition; and (2) the value of any expected future super normal profits. It is 

only this second aspect that should be excluded.  

 I have explained that assuming all purchased goodwill represents super-normal 

profits will lead to an understatement of capital employed and creates a bias in 

KPMG’s results because it presumes that excessive profits are being generated 

when they may not.88  

 For Netcare, the effect of including purchased goodwill reduces KPMG’s 

smoothed calculation of the ROCE by approximately [redacted] percentage points 

(whilst retaining KPMG’s other assumptions).89  

Intangible assets 

 The HMI acknowledges that, given that private hospital facilities are “asset-

intensive businesses, the values of tangible assets held by the relevant firms are 

key inputs into the ROCE calculation”.90 The HMI does not assess the considerable 

intangible asset base that private hospitals possess. Without intangible assets in 

terms of the assembled workforce and the processes and institutional knowledge 

built up over decades, the private hospitals would be unable to function.  

 Despite this, KPMG does not include any value for Facility intangible assets not 

recorded on the balance sheet.91 KPMG assumes, based on no evidence, that the 

value of these assets will be immaterial.92 This is unlikely to be the case. 

 In Section 5, I explain that KPMG has adopted a biased and inconsistent approach 

that increases the ROCE of the Facilities. It has included an intangible value to 

reflect the workforce of the Funders but assumes a zero value for the Facilities.93 

Given that the HMI has proposed a methodology to value this intangible, it is 

unclear why it did not attempt to perform a similar calculation for the Facilities, 

which are also heavily dependent upon having well-trained staff. I have valued 

                                                           
88  GH6: 3.51. 

89  GH6: 3.52. 

90  Provisional Findings: 6.442. 

91  For example, GH6: 3.49 notes quality improvement programs, branding and local 

reputation, and investments in training procedures are all intangible assets. 

92  KPMG Netcare Profitability Report: 3.2.7. I note that KPMG say that Netcare claims its 

intangible assets are immaterial. This is incorrect as I have previously explained. 

GH6: 3.46, footnote 121. 

93  Provisional Findings: 5.391. 
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Netcare’s workforce using the HMI’s proposed methodology and find that it has a 

material impact on the ROCE.94 

Working capital 

 The HMI’s Profitability Paper states “[t]he Inquiry will use the unadjusted year end 

balances unless the Firm can demonstrate that seasonality, to the extent that it 

exists at the net working capital level, would have a material effect on the 

ROCE”.95 I have previously demonstrated that Netcare’s working capital is subject 

to seasonal fluctuations.96 Additionally, KPMG acknowledges that “the working 

capital trends for the various facilities were broadly similar”.97 Despite this 

evidence, KPMG persists in basing its analysis using year-end working capital 

figures.98  

 I have previously explained that adopting year-end working capital figures is 

inconsistent with KPMG’s approach to using average MEA asset values, which 

better reflects the value of assets over the course of each year.99 If the value of 

assets increases during each year and then declines towards year-end, as in the 

case of working capital, then the average of the year-end positions would be 

inappropriate. 

 KPMG appears to accept that working capital may be seasonal but makes no 

adjustment because the change in ROCE of [redacted]% is dismissed as 

immaterial.100 However, while several adjustments may have relatively small 

effects on the ROCE in isolation, the combined effect on ROCE is likely to be more 

material. I have previously explained that [redacted]% is more material in the 

context of the gap between the ROCE and the WACC. KPMG has not responded to 

this observation.101 

                                                           
94  Section 5 below. 

95  Profitability Methodology: 4.5.1.   

96  GH4: 3.25, GH6: 3.53. 

97  KPMG’s Reponses: 16. 

98  Provisional Findings: 6.447. This only notes Netcare’s concern.   

99  GH6: 3.57.   

100  KPMG Netcare Profitability Report: 3.2.8. 

101  GH6: 3.53. 
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The Price Cost Test 

 The HMI has dismissed the Price Cost Test stating that is does not provide any 

“additional insight” not captured by the ROCE.102 Although the Price Cost Test is 

based on the same information used to derive the ROCE, it is more helpful in an 

assessment of prices because:103  

(1) the approach is consistent with the South African Competition Act’s test for 

excessive pricing, which currently requires a comparison of prices to 

economic value (i.e. economic cost); 

(2) the CAC provides some precedent on what might be regarded as an 

“unreasonable difference” between prices and costs (i.e. below 20% would 

not be deemed to require judicial interference). This precedent has not 

been considered by the HMI; and 

(3) the HMI’s recommendations are that prices should be regulated, which 

implies prices are not cost reflective.104 The Price Cost Test is the most 

direct way to determine the degree to which prices are not cost reflective. 

The size of the gap between cost and prices should be assessed when 

making recommendations, to ensure they are reasonable and proportional. 

 The HMI states that its recommendations must be “appropriate” and “measured 

against the harm it wishes to address”.105 Hence, the introduction of regulation 

requires a finding that prices are unreasonably above cost, something that is most 

easily observed using the Price Cost Test.  

 Using KPMG’s assumptions, I have shown previously that Netcare’s prices were 

only [redacted]% above economic costs, which is significantly lower than the 20% 

precedent noted above. Under the assumptions published in the Provisional 

Report, the Price Cost Test would yield a difference of [redacted]%. Just correcting 

the BER index (see Appendix 2) and working capital seasonality, a Price Cost Test 

based on KPMG’s assumptions would produce a difference of just [redacted]% for 

Netcare.106  

                                                           
102  Provisional Findings 6.440. 

103  GH6: 5.4. 

104  Provisional Findings 10.110 et seq. 

105  Provisional Findings 10.11. 

106  GH6: 5.14. GH6-1: My Profitability Model. 
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 Moreover, the Price Cost Test shows that prices are below economic cost when 

other reasonable assumptions are considered. For example, Netcare’s prices are 

[redacted]% below economic costs when unrealised indexation gains are excluded 

from the analysis.107 Prices fall further below economic cost when other 

reasonable assumptions are considered (e.g. relating to working capital, lack of 

intangible assets, etc). 

 In summary, the HMI has adopted an approach that makes the scale of any 

problem appear larger than it is. The Price Cost Test reveals that any difference 

between prices and costs is immaterial based on KPMG’s analysis. Other 

reasonable assumptions suggest that prices are below economic cost. 

Consequently, I consider that the price regulation recommendations proposed by 

the HMI are not appropriate or proportionate.108 

The level of tolerance 

 Although the HMI states that it has considered a degree of tolerance in the 

interpretation of KPMG’s results to account for inter alia, “the comparison of ex 

post performance against an ex ante WACC, differing methodologies and 

assumptions in the revaluation of assets by each of the relevant firms, inclusion 

and valuation of intangible assets and entity specific risk factors”, the HMI does 

not say what degree of tolerance has been applied.109 

 Recent precedent in the EU indicates that the level of tolerance should be high. 

Advocate General Wahl recently opined on the reasonableness of prices to costs 

stating that prices can only be excessive if they are “both significantly and 

persistently above the benchmark price”. This was defined further:110 

(1) “the calculation of a benchmark price is a rather complex and uncertain 

exercise”;  

(2) the risk of a competition authority making an error may have a much larger 

cost to society. It stated a “practice once condemned is likely to stay 

condemned, no matter its benefits. A monopolistic practice wrongly excused 

will eventually yield to competition though, as the monopolist’s higher 

prices attract rivalry”; 

                                                           
107  GH6-1: My Profitability Model, tab’ Bottom-up Replacement Costs’, cell P354. 

108  See Section 9 for further details. 

109  Provisional Findings: 6.449. 

110  Exhibit GH9-3: Opinion of Advocate General Wahl, April 2017, Biedriba v Konkurences 

padome, Case C-177/16: 103 to 106. 
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(3) “it may often be difficult for a dominant undertaking to estimate in 

advance, with a sufficient degree of likelihood, where the line between a 

legitimate competitive price and a prohibited excessive price may be drawn. 

Thus, for reasons of legal certainty, that threshold cannot be set too close to 

the benchmark price”; and  

(4) “a strict approach would require competition authorities essentially to 

become price regulators which ought continuously to monitor and intervene 

in (potentially all) regulated markets. Clearly, unlike sectoral authorities, 

competition authorities have neither the resources nor the expertise to do 

that. Moreover, the loss of consumer welfare may at times be minor and not 

justify a complex, time consuming and costly intervention by the public 

authorities. Indeed, how consumers react to a price increase differs widely 

from market to market, and not even a monopolist can set prices 

independently of its customers. Thus, the degree of damage made to 

consumers’ welfare by high prices may vary”. 

 In summary, a competition authority should apply a high bar for any intervention 

to avoid causing greater harm to the market. If the tolerances are not applied 

correctly, then one can arrive at a conclusion that prices should be regulated. 

However, this is complex, time consuming and costly in terms of setting up and 

running the regulated sector. It may also reduce consumer welfare if 

inappropriate decisions are made.  

Conclusion 

 The Provisional Findings presents the profitability of the Facilities on an aggregate 

basis and individually. The HMI concludes that the relevant firms show 

consistently profitable margins over and above the long-term cost of capital. 

However, the HMI accepts that margins do not appear to be excessive.111 I agree 

that margins are not excessive. However, due to methodological issues, I consider 

that KPMG has overstated the ROCE and that the HMI cannot conclude that profit 

margins are above the cost of capital for the following reasons. 

 First, KPMG’s approach is too narrow. By dismissing other well supported 

approaches to calculating ROCE, the HMI presents a biased upper estimate of 

profit margins. KPMG only adopts an ROCE approach that incorporates unrealised 

indexation gains within profits. However, the inclusion of unrealised gains is just 

one approach that has been considered by regulators and competition 

authorities. Other approaches have been used in excessive pricing cases and 

market inquiries because the application of KPMG’s approach in ex-post 

                                                           
111  Provisional Findings: 6.463. 
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competition cases is problematic. The HMI and KPMG have not addressed the 

issues I have identified (¶4.3 to ¶4.16). 

 Consequently, I proposed two reasonable alternative approaches. Under the 

Indexed Approach, I calculate a ROCE of [redacted]% for Netcare over the Review 

Period. Under the Undepreciated Approach, I calculated an ROCE would be 

[redacted]% for Netcare. In both cases these ROCEs, which retain KPMG’s other 

assumptions, fall below KPMG’s assessment of the WACC (¶4.17 to ¶4.22). 

 Second, KPMG has not considered the range of reasonable input assumptions and 

selects certain assumptions that increase the ROCE. Consequently, the HMI 

presents a biased upper estimate of the ROCE. By only considering the Bottom-up 

Replacement Cost proxy to value the replacement cost of Netcare’s buildings, 

KPMG ignores the range provided by other reasonable proxies, many of which 

produce lower ROCEs. KPMG does not explain why it has not considered these 

alternative assumptions. KPMG’s assessment of Netcare’s ROCE would fall to 

[redacted]% if it had taken the average across all available valuation proxies. 

Again, this ROCE falls below KPMG’s assessment of the WACC. If the Indexed and 

Undepreciated Approach were adopted Netcare’s average ROCE would fall further 

(¶4.31 to ¶4.35). 

 Third, KPMG makes unreasonable assumptions that increase its ROCE findings. 

For example, KPMG unreasonably excludes goodwill and uses year-end working 

capital figures. Adjusting these input values, while retaining KPMG’s other 

assumptions, reduces KPMG’s assessment of Netcare’s ROCE by circa [redacted] 

percentage points. If the other adjustments noted above were adopted, the ROCE 

falls significantly (¶4.36 to ¶4.43).  

 Fourth, KPMG’s presentation of the industry ROCE in the Provisional Findings is 

biased upwards because: (1) the industry average excludes independents and the 

NHN; (2) the industry average ROCE is calculated on a simple basis rather than on 

a weighted basis; and (3) the HMI only presents KPMG’s smoothed ROCE (i.e. it 

excludes KPMG’s unsmoothed calculations). Correcting for these issues reduces 

KPMG’s assessment of the ROCE by circa 0.8 percentage points. If the other 

adjustments noted above were adopted, the ROCE falls significantly (¶4.23 to 

¶4.30).  

 Fifth, the HMI has failed to perform a Price Cost Test. This test is important 

because it is consistent with the South African Competition Act’s test for excessive 

pricing and the CAC has provided a judgment on what might be regarded as an 

“unreasonable difference” between prices and costs. Given that the HMI 

recommends prices should be regulated, the Price Cost Test is the most direct 

method for determining the relationship between prices and costs and whether 

the recommendations were appropriate and proportionate. Using KPMG’s 
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assumptions, the Price Cost Test yields a difference of just [redacted]%, which is 

below the 20% precedent provided by the CAC. The Price Cost Test shows that 

prices are below economic cost when the other reasonable assumptions 

discussed above are considered. Consequently, I consider that the price regulation 

recommendations proposed by the HMI are not appropriate or proportionate 

(¶4.46 to ¶4.50). 

 Sixth, the HMI acknowledges that a degree of tolerance is required in the 

interpretation of its results to “cater for the comparison of ex post performance 

against an ex ante WACC, differing methodologies and assumptions in the 

revaluation of assets by each of the relevant firms, inclusion and valuation of 

intangible assets and entity specific risk factors to name a few”. However, the HMI 

does not apply this tolerance when reaching its recommendations (¶4.51 to 

¶4.53). 

 I have explained above that the application of other reasonable methodologies 

lowers the ROCE materially. If KPMG had presented a balanced view, the HMI 

should have reached a conclusion that the industry ROCE was below the WACC. 

Absent this balanced view, I consider that the reasonable application of the 

tolerance the HMI refers to, should have resulted in a similar conclusion (i.e. the 

industry ROCE was below the WACC). With the application of a reasonable 

tolerance, there is no basis for the HMI to conclude that profits are “high” and 

that prices need to be regulated. 
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5. KPMG’s ROCE analysis – approach inconsistencies 

Introduction 

 The Provisional Findings present the profitability of the Facilities on an aggregate 

basis and individually.112 The HMI concludes that the “profitability analyses 

suggest that the relevant firms show consistently profitable margins over and 

above the long term cost of capital. However, the margins do not appear to be 

excessive when compared to the WACC”.113 The last section explained that due to 

methodological issues the HMI has overstated the ROCE, and that it was 

unreasonable to conclude profitability was above the cost of capital. 

 The HMI also comments on the market and relative profitability trends. It 

concludes that profits have been “consistently increasing”,114 although it 

acknowledges that the decreasing profitability of Mediclinic may signal “some 

competitive dynamics in the industry”.115 

 To make robust conclusions on the profitability of the market and relative 

profitability trends, the analysis must be prepared on a consistent basis across all 

Facilities to prevent bias.116 KPMG should have understood the importance of this 

issue.  

 KPMG modified the profitability assessments provided by each Facility. I have 

previously requested disclosure of KPMG’s work to ensure its analysis was 

                                                           
112  Provisional Findings: 6.430 to 6.463.  

113  Provisional Findings: 6.457. 

114  Provisional Findings: 6.461. 

115  Provisional Findings: 6.459. 

116  GH6: 1.19. “Such a review [i.e. for consistency] would seek to ensure that there is 

consistency between the analyses performed for each Party and to ensure the Commission 

has not been selective in its approach. In my experience, inconsistencies can arise in such 

complex pieces of analysis”. See also GH7: 3.12 and GH8: 1.15. 
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performed on a consistent basis. This disclosure was not provided until after the 

publication of the Provisional Findings (i.e. in the Second Data Room).117  

 Dr Gardiner has now been able to review the draft chapters that summarised 

KPMG’s analysis. He was provided with a hard-coded version of KPMG’s analysis 

for Mediclinic and Life in the Second Data Room.118 Dr Gardiner was also provided 

with the submissions made by Life and Mediclinic. From this information, I have 

identified several inconsistencies in KPMG’s calculations that lead to an 

overstatement of the industry ROCE and a distortion in profitability trends. 

 In the Second Data Room, Dr Gardiner was also provided with a redacted version 

of KPMG’s profitability analysis for one of the Funders (i.e. Metropolitan). This 

analysis revealed further material inconsistencies between the ROCE 

methodologies used for Funders and Facilities. 

 KPMG did not control for certain differences between the Facility and Funder 

submissions. KPMG explained in the Data Rooms that this was due to budget 

issues. Given the length of the HMI’s Inquiry, I consider that any differences in the 

data or methodologies employed could have been resolved on an efficient basis.  

 Due to inconsistencies, KPMG’s analysis is materially flawed and cannot 

reasonably be used as a basis for the HMI’s recommendations. I have identified 

inconsistencies in the following areas:  

(1) the inclusion and valuation of intangible assets; 

(2) determining the gross MEA valuation of land and buildings, which was 

accepted as an inconsistency in the KPMG Netcare Profitability Report and 

the Provisional Findings;119 

(3) the valuation of plant and equipment; 

(4) differences in the depreciation rates used to calculate the net replacement 

cost of buildings. This was accepted as an inconsistency in the KPMG 

Netcare Profitability Report;120 and 

(5) the calculation of working capital. 

 I explain each inconsistency below. 

                                                           
117  KPMG’s hardcoded model was provided at approximately 16.00 on 3 September 2018. 

118  Dr Gardiner was not provided with a working version of KPMG’s underlying calculations. 

119  KPMG Netcare Profitability Report: 2.4.1 and Provisional Findings: 6.442. 

120  KPMG Netcare Profitability Report: 3.2.6. 
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Inconsistent approach to intangible assets 

 I have previously explained that KPMG’s approach to intangible assets is 

unreasonable. For Facilities, KPMG accepted that software systems, trademarks, 

intellectual property and licenses are types of assets that could be included in the 

ROCE analysis.121 Only values for software systems were ultimately included in 

KPMG’s analysis.122 

 Private hospitals have other intangible assets, which are not included on the 

balance sheet due to mechanistic accounting rules.123 These intangibles include 

investments in procedures and processes, quality improvement programs, 

branding and investments in training, which together lead to a well-trained 

workforce. KPMG has not commented on my prior submissions relating to these 

additional assets. 

 For Funders, the Provisional Report acknowledged that brand and reputation, IT 

systems, intellectual property and investments in the workforce were appropriate 

assets to include in the analysis.124 However, only values for software systems and 

the workforce were included. The Provisional Findings acknowledged that the 

Funders require “a highly skilled and expensive workforce including IT, clinical, 

actuarial, financial, and legal personnel and management”.125 KPMG also 

accepted that the workforce [redacted].126 

 The Profitability Analysis of Metropolitan stated that [redacted].127 

 KPMG has included the value of workforce in its ROCE analysis for Funders, but 

not for Facilities. The Provisional Findings state that where “possible, the inquiry 

has made every effort to incorporate intangible assets into the capital employed 

                                                           
121  KPMG Netcare Profitability Report: 3.2.7. 

122  Where Facilities put forward other items in this list that were capitalised, KPMG excluded 

them as the method used to value these was not cost-based and there was a risk that 

asset values may include the capitalisation of excessive profits. KPMG included software 

assets at book value and did not seek to determine whether this was similar to MEA value. 

123  GH6: 3.46 et seq. 

124  Provisional Findings: 5.379. 

125  Provisional Findings: 5.350. 

126  Profitability analysis of medical scheme administrators – Metropolitan: 1.4.1. 

127  Profitability analysis of medical scheme administrators – Metropolitan: 1.5. 
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base in a consistent manner across the relevant firms”.128 Given this, it is unclear 

why KPMG did not adopt a consistent approach for Facilities, which also has a 

valuable workforce in place.129 KPMG and the HMI [redacted]:130 (1) [redacted]; 

and (2) [redacted]. In Section 4, I explain that these tolerances have not been 

quantified.  

 I do not understand why, having agreed a methodology with the Funders to value 

workforce, KPMG did not include this asset for the Facilities using the same 

methodology. It is more appropriate to calculate values where those values can 

be calculated than to include them in an undefined ‘tolerance’. Further, I consider 

that the argument that these assets are less valuable to the Facilities is spurious.  

 I have not been provided with KPMG’s detailed methodology or calculations of 

the workforce intangible. I have only seen the high-level discussion contained 

within KPMG’s redacted ‘Profitability analysis of medical scheme administrators 

report’. KPMG’s Responses provide no further detail.131 At a high level, I 

understand that KPMG:132 

(1) estimated the replacement costs of each level of the workforce in a single 

reference year, by summing the cost to recruit and train the workforce and 

any lost efficiency that would arise if the workforce had to be replaced; 

 (2) calculated the ratio of these replacement costs to total employee costs in 

that year. This ratio varied for each Funder and was not disclosed in the 

information provided to me; and  

(3) applied the ratio to total employee costs in each year. KPMG performed a 

sensitivity assuming a [redacted]% employee cost ratio. This caused 

Discovery’s ROCE to increase, which indicates that its ratio of replacement 

costs and employee costs was higher than [redacted]%, and it led to a small 

decrease in Medscheme’s ROCE and Metropolitan’s ROCE, which indicates 

                                                           
128  Provisional Findings: 5.381. 

129  See for example GH4: 3.12, 4.42 and 4.52 where I noted that investments related to 

expenditures on procedures, processes, branding, training and quality programs were not 

included, although these were difficult to quantify, and that recruitment and training 

intangible assets had previously been accepted by the CMA as intangible assets. 

130  KPMG’s Responses: 7 and 8. 

131  KPMG’s Responses: 9. 

132  Profitability analysis of medical scheme administrators – Metropolitan: 3.1.12. 
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that their ratio was slightly below [redacted]%.133 Hence, absent of further 

information, I consider that a [redacted]% ratio appears reasonable. 

 KPMG noted that to calculate the intangible it must be assumed that 

[redacted].134 The asset was [redacted].135  

 I have tried to replicate KPMG’s approach for Netcare, based on my 

understanding above. If further detail of KPMG’s approach were disclosed I may 

need to update my analysis. To simplify my analysis, I have used KPMG’s 

sensitivity ratio assumption of [redacted]%. In the table below, I set my 

calculation of the value of the workforce intangible asset. 

Table 5-1: My calculation the workforce intangible asset for Netcare 

Year Employee costs 
 (all in scope staff costs) 

[redacted]% of staff 
costs 

(intangible asset value) 

2005 [redacted] [redacted] 

2006 [redacted] [redacted] 

2007 [redacted] [redacted] 

2008 [redacted] [redacted] 

2009 [redacted] [redacted] 

2010 [redacted] [redacted] 

2011 [redacted] [redacted] 

2012 [redacted] [redacted] 

2013 [redacted] [redacted] 

2014 [redacted] [redacted] 

2015 [redacted] [redacted] 

Source: Appendix 4. 

 Adding the workforce intangible to KPMG’s calculation of capital employed, 

decreases Netcare’s average ROCE by [redacted] percentage points, from 

[redacted]% (after updating the BER index) to [redacted]%, which is below 

KPMG’s assessment of the WACC of 16.8%. Adopting a more conservative 

[redacted]% ratio reduces KPMG’s ROCE by [redacted]percentage points to 

[redacted]% (i.e. still below KPMG’s WACC).  

                                                           
133  Provisional Findings: 5.391 and Profitability analysis of medical scheme administrators – 

Metropolitan: 3.1.12. 

134  Profitability analysis of medical scheme administrators – Metropolitan: 3.1.12. 

135  Profitability analysis of medical scheme administrators – Metropolitan: 3.1.12. 
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Table 5-2: Effect of workforce on Netcare’s profitability 

Year KPMG ROCE 
calculation 

(smoothed) 

Adjusted KPMG 
ROCE calculation, 

including workforce 

Difference 

2006 [redacted] [redacted] [redacted] 

2007 [redacted] [redacted] [redacted] 

2008 [redacted] [redacted] [redacted] 

2009 [redacted] [redacted] [redacted] 

2010 [redacted] [redacted] [redacted] 

2011 [redacted] [redacted] [redacted] 

2012 [redacted] [redacted] [redacted] 

2013 [redacted] [redacted] [redacted] 

2014 [redacted] [redacted] [redacted] 

2015 [redacted] [redacted] [redacted] 

Average [redacted] [redacted] [redacted] 

Source: Appendix 4. 

 I do not have sufficient data to estimate the change in ROCE for Life and 

Mediclinic. However, it is reasonable to assume that the inclusion of the work 

force intangible would reduce KPMG’s calculation of the industry WACC by a 

similar amount.136 

 In conclusion, KPMG has adopted an inconsistent approach to the inclusion of the 

work force intangible. This leads to a material overstatement of the ROCE for 

Facilities. No reasons have been provided for this inconsistency. I therefore 

consider that KPMG has adopted a selective approach that inappropriately biases 

the ROCE of the Facilities upwards. 

Different valuation proxies adopted to determine the gross MEAV 

 KPMG has estimated the depreciated replacement cost of assets as a proxy for 

their MEA value. The Provisional Findings note the revaluation of assets was 

performed individually by all firms and as a result, uniform assumptions were not 

used by KPMG.137 The Provisional Findings noted that more than one approach 

                                                           
136  I provide an indicative calculation in Appendix 4, whereby I assume that the asset value 

scales in proportion to market share. This reduces the industry ROCE to 17.7%. 

137  Provisional Findings: 6.442. 
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had been presented by each Facility.138 However, the results of these alternative 

analyses are not presented in the Provisional Findings or by KPMG.139  

 To control for this inconsistency, it is normal practice to calculate the value of 

assets using several different methodologies. Profitability can then be expressed 

as a range using reasonable alternatives. KPMG has not considered how the data 

differed across the Facilities and the extent to which the data could have been 

normalised. I have previously explained that KPMG has departed from best 

practice by constraining its analysis to a point estimate for each Facility.140  

 The table below sets out the approaches used by KPMG to calculate the 

replacement cost of assets for each Facility.  

Table 5-3: Approaches to asset revaluation for each Facility adopted by KPMG 

 Netcare Life Mediclinic 

Land [redacted] [redacted] [redacted] 

Buildings [redacted] [redacted] [redacted] 

Plant and 
equipment 

[redacted] [redacted] [redacted] 

Note: I also considered extrapolations for Netcare on a per sqm basis. This led to 

no material difference in my results. Sources: GH4: Section 4; Data room. 

 The table above demonstrates that KPMG accepted that different approaches 

could be used to proxy the replacement cost of assets. It implicitly accepts that 

the insurance valuation approach is an appropriate method (i.e. for [redacted]). I 

have previously explained that if Netcare’s profitability was calculated based on 

insurance values for buildings only, KPMG’s assessment of the ROCE would fall 

from 18.5% to [redacted]% (i.e. a reduction of [redacted] percentage points).141 

This is a material reduction, which has not been noted by KPMG. 

 In addition, KPMG does not control for the material differences in the 

replacement cost of assets. KPMG presents the depreciated replacement cost of 

each of Life, Mediclinic and Netcare’s land, buildings and equipment in 2014.142 

The table below presents these on a cost per bed basis. 

                                                           
138  Provisional Findings: 6.442. 

139  Provisional Findings: Table 6.15 and Table 6.16, 6.443 and 6.445, and Data Room. 

140  GH6: 2.21, 3.37 and footnote 110. 

141  Exhibit GH6-1: Tab ‘Insurance reinstatement-HMI’.  

142  Data Room, KPMG Netcare Profitability Report: Table 4. 
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Table 5-4: Depreciated replacement cost per bed (R 000, 2014 values) 

 Land Buildings Equipment Total 

Mediclinic [redacted] [redacted] [redacted] [redacted] 

Life [redacted] [redacted] [redacted] [redacted] 

Netcare [redacted] [redacted] [redacted] [redacted] 

Source: Data Room, KPMG Netcare Profitability Report: Table 8. 

 [redacted]’s land, buildings and equipment values are in each case the lowest 

(circa 20% lower). KPMG acknowledged that there might be issues with insurance 

valuations, stating that they “may or may not include site-clearing costs and 

tangible assets may be over-insured, under-insured or partially self-insured”.143 

However, despite this concern, KPMG did not seek to adjust [redacted]’s asset 

values to be consistent with other Facilities.  

 I have considered a ROCE sensitivity that increases [redacted]’s asset values to a 

similar level as [redacted] and [redacted]’s.144 The table below shows my analysis. 

Table 5-5: Depreciated replacement cost per bed (R 000, 2014 values) 

 Land Buildings Equipment Total 

[redacted] [redacted] [redacted] [redacted] [redacted] 

Uplifted value [redacted] [redacted] [redacted] [redacted] 

% uplift 25% 16% 11% 16% 

Source: Table 5-4 above. 

 In the Second Data Room, Dr Gardiner adjusted the KPMG model (i.e. after he had 

converted it from a hardcoded model to a model with formulae) to include these 

updated asset values. This led to an increase in depreciation, an increase in 

revaluation gains and an increase in capital employed. In combination this 

decreased KPMG’s smoothed ROCE for [redacted] by 0.5 percentage points (i.e. 

[redacted]% to [redacted]%).145  

                                                           
143  KPMG Netcare Profitability Report: 3.2.6. 

144  [redacted]’s assets are proportionally increased in each year to the lower of [redacted] or 

[redacted]’s asset value. 

145  The unsmoothed ROCE declined by 0.6 percentage points (i.e. [redacted]% to 

[redacted]%). 
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Calculation of equipment values 

 KPMG calculates the depreciated replacement cost of plant and equipment based 

on each Facility’s submissions: 

(1) for Netcare, KPMG depreciates assets based on [redacted];  

(2) for Mediclinic, KPMG assumes that equipment was [redacted]% 

depreciated in each year of the assessment; and 

(3) for Life, KPMG assumed that equipment was new at the start of the 

Relevant Period and then depreciated this value to nil [redacted]. In 

[redacted], each of these asset values was then restated to its gross 

replacement cost and depreciated on the basis explained above. KPMG 

included the notional increase in asset value as a revaluation gain. 

 Hence, KPMG has adopted a different approach for each Facility. In each case 

KPMG accepted the approach was valid. KPMG has not considered whether 

applying a consistent approach across all Facilities could materially affect its ROCE 

findings and trend analysis. I consider this further below. 

Assumption that plant and equipment is 40% depreciated 

 KPMG calculated an average smoothed ROCE of 18.5% for Netcare based on the 

useful economic life of assets contained in Netcare’s fixed asset register. The 

accounting data implies that Netcare’s plant and equipment is depreciated by 

[redacted]% to [redacted]% over the Review Period. KPMG adopts an approach 

whereby it assumes that Mediclinic’s plant and equipment is [redacted]% 

depreciated.146 I understand from Mediclinic’s submissions that this metric was 

used because [redacted].147 

 If company accounts incorrectly reflect the economic age of assets, the ROCE will 

be distorted. I have considered what effect a [redacted]% depreciated rate would 

have on Netcare’s ROCE. This change leads to an increase in both EBIT and an 

increase in capital employed. The net effect (in combination with the updated BER 

index) is a reduction in KPMG’s smoothed ROCE by [redacted] percentage points, 

from 18.5% to [redacted]%.148 This inconsistency leads to an overstatement of 

Netcare’s ROCE. 

                                                           
146  Data Room. 

147  KPMG Mediclinic Profitability Report. [redacted]. 

148  Appendix 4. In combination with calculating the industry ROCE on an aggregated basis and 

updating the BER index, this leads to a reduction in the industry ROCE by 1.0 percentage 

points.  
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 KPMG has not explained why the economic age of each firm’s assets varies so 

significantly or to what extent the differences are explained by accounting 

assumptions (i.e. not economic reality). KPMG’s analysis highlights a problem 

when comparing firms that have assets with different rates of depreciation. All 

else equal, it shows that firms with older assets have (apparently) higher 

profitability. This is because the ROCE rises as capital employed (i.e. the 

denominator) falls. This is a flaw in the ROCE methodology that I have explained 

previously.149 KPMG has not attempted to control for this issue (i.e. age bias). 

Assumption that plant and equipment is depreciated fully and then restated  

 Life’s proposed approach is summarised in paragraph 5.30 (3) above. Life did not 

include any revaluation gains in its analysis. However, KPMG assumed the 

restatement of assets to their gross book values after they had been fully 

depreciated should be included as a revaluation gain. This leads to a large notional 

revaluation gain [redacted].150 The figure below illustrates this diagrammatically. 

Figure 5-1: Simplified illustration of KPMG’s approach to calculate Life’s 

equipment values 

 
 

 KPMG’s approach leads to an ROCE in 2013 of over [redacted]% (unsmoothed).151 

The resulting ROCEs do not reflect underlying profitability. The ROCEs are simply 

outputs of a flawed set of assumptions and methodology. 

 The Provisional Findings note that further scenarios were submitted by Life, 

whereby the UEL of assets was extended to ten years. The Provisional Findings 

                                                           
149  GH3: 3.10 to 3.12. 

150  KPMG Life Profitability Report. 

151  KPMG Life Profitability Report. 
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states that this resulted in a “marginal reduction of the average ROCE”.152 KPMG’s 

model indicates that these assumptions reduce the average ROCE from 22.0% on 

a smoothed basis to [redacted]% (i.e. a reduction of c. [redacted] percentage 

points).153 This is not a “marginal” reduction. The Provisional Findings therefore 

adopts an approach that unreasonably biases the ROCEs upwards. 

 There is limited justification for the inclusion of large unrealised indexation gains, 

but KPMG states that as Life “did not in fact replace all of its short-term assets at 

the end of year seven, this was reflected as a revaluation gain in the Inquiry’s 

calculation”.154 However, this explanation fails to recognise the UELs are simply 

misstated, which is evidenced by its statement that Life “did not in fact replace” 

its assets. Hence, the approach leads to nonsensical results and is based on flawed 

logic. 

 Life’s alternative assumptions are more consistent with both Mediclinic’s and 

Netcare’s asset life assumptions, which both assume a 10-year UEL. Adopting 

these assumptions would have increased the consistency and comparability of 

ROCEs.  

Depreciation of buildings 

 KPMG adopts different rates of depreciation for each Facility in its calculation of 

the depreciated replacement cost of buildings. In addition, the determination of 

the depreciated replacement cost at the start of the Review Period differs 

between the Facilities. Each Facility adopts different accounting depreciation 

rates for buildings as follows. 

Table 5-6: Depreciation rate assumed in each year 

Facility Annual rate of depreciation 

Netcare [redacted]% 

Mediclinic [redacted]%  

Life [redacted]%  

Source: Ex GH6-1: My Profitability Model; Data Room. 

                                                           
152  Provisional Findings: 6.446. 

153  This reduces the industry ROCE by c. 1.3 percentage points in combination with weighting. 

Appendix 4. 

154  Provisional Findings: 6.446. 
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 When comparing the economic profitability of firms, it is important to adopt 

consistent assumptions where reasonable to do so. This ensures the ROCE 

analysis is not distorted by financial reporting assumptions, which may not reflect 

actual economic rates of depreciation. KPMG has not assessed this point. 

 KPMG calculates the depreciated replacement based on the assumed UEL of 

buildings at the start of the period. KPMG adopts different assumptions: 

(1) for Netcare, the UEL of all buildings is [redacted];  

(2) for Mediclinic, KPMG [redacted]; and 

(3) for Life, KPMG assumed [redacted].  

 These differing assumptions affect comparability and the overall average ROCE 

calculated. KPMG has not considered how these differing assumptions might 

affect its analysis. 

Approach to working capital 

 KPMG is not consistent in its approach to calculating working capital: 

(1) for the Funders, KPMG included cash within working capital as a sensitivity 

and noted that this reduced the ROCE of the Funders significantly. This 

sensitivity was not performed for the Facilities. The rationale for not 

performing this sensitivity for Facilities was not explained; and  

(2) KPMG included a category for “provisions, liabilities and charges” in its 

assessment for working capital for [redacted]. This reduced its working 

capital balance and increased its ROCE. 

Inclusion of cash 

 The HMI’s methodology paper stated that cash and cash equivalents and the 

related return on capital were excluded from the calculation of both capital 

employed and operating profit. It explains that this is because cash is primarily an 

asset used for financing operations. Nevertheless, the HMI included a sensitivity 

analysis for Funders whereby the average monthly cash and cash equivalents 

balance in each period was included in working capital and the related return, 

being interest income, was included in operating profits.155 KPMG performed this 

sensitivity because it agrees that [redacted].156 

                                                           
155  Provisional Findings: 5.390. 

156  Profitability analysis of medical scheme administrators – Metropolitan: 1.4.5. 
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 The inclusion of cash in working capital, and the related income in operating 

profits, would reduce KPMG’s smoothed assessment of Netcare’s ROCE by 

[redacted] percentage points from 18.5% to [redacted]%, in combination with the 

update to the BER index (i.e. whilst retaining KPMG’s other assumptions).157 In the 

Second Data Room, Dr Gardiner was also able to perform a sensitivity analysis 

whereby cash was included for all of the Facilities based on the data submitted to 

the HMI. In combination with weighting, this decreases KPMG’s smoothed 

average ROCE of 21.0% to 19.9%, a reduction of 1.1 percentage points.158 

 Hence, KPMG has adopted an inconsistent approach to its analysis, which leads to 

an overstatement of the ROCE. 

Inconsistent approach to assessing working capital of the Facilities 

 Based on the data present in the Data Room, I understand that working capital 

had not been estimated on a consistent basis between Facilities. [redacted] and 

[redacted]’s working capital was estimated by summing inventories, trade and 

other receivables and deducting payables. [redacted]’s working capital also 

deducted “provisions, liabilities and charges”. This led to a negative working 

capital balance for [redacted] in most years. 

 The information in the data room did explain what “provisions, liabilities and 

charges” related to. Ms Carswell explained to Dr Gardiner as part of the Data 

Room process that KPMG had concluded that these liabilities were working capital 

in nature and not financing related. Ms Carswell provided no further information 

to support this contention. I note that the current provisions included in 

[redacted]’s 2015 annual report indicates that these provisions relate to 

[redacted].159 However, these costs are also included in EBIT, which leads to a 

double counting [redacted]. This problem would have been solved if KPMG had 

calculated working capital on a monthly basis.  

 Removing these liabilities reduces KPMG’s smoothed assessment of [redacted]’s 

ROCE from [redacted]% to [redacted]%, a reduction of 0.3 percentage points. 

                                                           
157  Appendix 4. I have used Netcare’s actual cash interest expense over this period for the 

divisions of that constitute Netcare’s private hospital business (“Hospital Business”). 

158  Assuming interest of [redacted]% on cash balances based on the average interest Netcare 

appears to have received on cash balances. 

159  [redacted]. 



15 October 2018 
Non-confidential version 

Report of Greg Harman dated 15 October 2018 | 60 

Conclusions 

 To make unbiased conclusions on the profitability of the industry and profitability 

trends, the analysis must be prepared on a consistent basis across all Facilities. 

KPMG modified the profitability assessments provided by each Facility. I have 

previously requested disclosure of KPMG’s work to ensure its analysis was 

performed on a consistent basis. This disclosure was not provided until after the 

publication of the Provisional Findings. From information in the Second Data 

Room, I have identified several inconsistencies in KPMG’s calculations that lead to 

an overstatement of the industry ROCE and a distortion to the profitability trends 

(¶5.1 to ¶5.9). 

 First, KPMG included an intangible asset relating to the workforce of Funders in its 

assessment of profitability but not for the Facilities. This intangible asset should 

also have been calculated for Facilities. Including this intangible, in line with the 

published methodology for Funders, reduces KPMG’s calculation of the industry 

ROCE for Facilities to 17.7% (¶5.10 to ¶5.21). 

 Second, KPMG has adopted an inconsistent approach to calculating the gross 

replacement cost of assets. Applying consistent assumptions reduces KPMG’s 

calculation of the industry ROCE (¶5.22 to ¶5.29). 

 Third, KPMG has adopted different assumptions for the remaining UEL of assets. 

This creates an age bias in KPMG’s calculations. Adopting a consistent approach 

for [redacted] and [redacted] reduces KPMG’s calculation of Netcare’s ROCE by 

[redacted] percentage points and the industry ROCE by 1.0 percentage points 

(¶5.30 to ¶5.34).  

 Fourth, KPMG adopts an inappropriate depreciation profile for Life’s equipment, 

which creates a large notional profit gain in 2013. This distortion arises purely 

from an unreasonable modelling approach that is not linked to the underlying 

business reality. Correcting this issue, reduces Life’s ROCE by c. [redacted] 

percentage points and the industry ROCE by 1.3 percentage points (¶5.35 to 

¶5.39). 

 Fifth, KPMG considered a working capital sensitivity that included cash for 

Funders. KPMG did not perform this sensitivity for Facilities. Including cash for 

Facilities reduces the industry ROCE by 1.1 percentage points (¶5.44 to ¶5.47). 

 Finally, KPMG included an inconsistent category of liabilities in the calculation of 

working capital of [redacted]. Correcting this issue reduces [redacted]’s and the 

industry ROCE (¶5.48 to ¶5.50). 
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 The cumulative effect of the corrections above has a material effect on KPMG’s 

calculation of the industry ROCE, as shown in the chart below.160 The chart also: 

(1) updates KPMG’s analysis of Netcare for actual BER index data (¶4.27); 

(2) adopts monthly average working capital for Netcare (¶4.45); 

(3) assesses the industry average on a weighted basis (¶4.27); and 

(4) shows KPMG’s results using their unsmoothed approach (¶4.30).  

 The analysis shows that correcting the inconsistencies reduces KPMG’s 

assessment of the industry ROCE to 15.7%, which is below KPMG’s assessment of 

the industry WACC of 16.8%. If the Indexed Approach or the Undepreciated 

Approach were adopted, as discussed above, the ROCE would fall further.  

Figure 5-2: Cumulative effect of adjustments on the industry ROCE 

 

Note: Grey dotted line represents KPMG’s WACC. Source: Appendix 4. 

  

                                                           
160  The effect of each correction in isolation is greater than the cumulative effect. The size of 

each adjustment depends upon the order the corrections and adjustments are made. 
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6. KPMG’s WACC calculation 

Introduction 

 The HMI states that:161  

“Profitability analysis examines a firm’s return on capital, to determine 

whether it is earning profits that differ from a normal return on capital to 

be expected in a competitive market”. (Emphasis added) 

 The HMI states that it has used the WACC methodology to determine an 

appropriate return on capital for entities providing healthcare services in South 

Africa.162 I agree that the return on capital can be determined using the WACC 

methodology. However, I have explained that the WACC only provides a 

benchmark for the minimum return in a competitive market.163 It may be 

reasonable for firms in competitive markets to earn a return above the minimum. 

The HMI has not addressed this issue. 

 KPMG estimated an average WACC of 16.8% over the Review Period for Netcare 

and the other Facilities.164 I have previously estimated a range of 16.2% to 17.4% 

for the WACC, which reflects the minimum return on capital that would be 

expected in a competitive market, before adjustment for specific risk.165 My 

calculation of the WACC was based on conservative assumptions and a higher 

WACC can be supported.166  

 I consider that KPMG’s single point estimate understates the WACC. I summarise 

the following issues with KPMG’s analysis below: 

(1) KPMG’s presentation of the WACC;  

                                                           
161  Provisional Findings: 6.431. 

162  Provisional Findings: 6.435. 

163  GH6: 4.1. 

164  Provisional Findings: Table 6.16. 

165  GH6: 4.2. 

166  GH4: 2.19, GH6: 4.26 to 4.32. 
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(2) KPMG’s adoption of an EMRP of 6.0%; 

(3) KPMG’s adoption of a gearing ratio of 35%; 

(4) KPMG’s adoption of a spread of 1.25% in the cost of debt; and  

(5) KPMG’s failure to include a premium for specific risk.  

Presentation of the WACC 

 The Provisional Findings present a single point estimate of the WACC for each 

year and then present an average WACC of 16.8% over the Review Period.167 I 

have previously explained that it is best practice to present the WACC as a 

range.168 I calculated a conservative range for the WACC, before the application of 

any specific risk premium, of 16.2% to 17.4%.169  

 The Provisional Findings suggests that Netcare submitted a WACC of 16.2%.170 

This misrepresents Netcare’s position because it only reflects Netcare’s lower end 

estimate.  

 KPMG states it considered a WACC range. However, no range has been 

presented.171 KPMG states that it has:172  

“estimated what [KPMG] believe to be the “fair” or “middle ground” 

value for each input. While there are arguments for certain inputs to be 

higher, there are equally arguments to be lower. The HMI has not sought 

to bias its calculation of WACC either upwards or downwards”. 

 I do not agree with KPMG’s position for the following reasons.  

 First, it is generally accepted that due to measurement issues it is best practice to 

consider a range for the WACC. Given the uncertainty in calculating the WACC, it 

is unlikely that a higher end of a range will be “biased”, if it has been calculated on 

a reasonable and conservative basis. This is consistent with the HMI’s own 

framework, which states that it needs “to view… calculations within a reasonable 

                                                           
167  Provisional Findings: Tables 6.15 and 6.16.  

168  GH6: 2.24 and 4.27. 

169  GH6: 4.2. 

170  Provisional Findings: Table 6.16. 

171  KPMG Netcare Profitability Report: 2.4.3. 

172  KPMG Netcare Profitability Report: 7.1. 
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degree of tolerance”.173 Hence, the upper end of the WACC range, which has been 

calculated on a reasonable and conservative basis, provides a quantitative 

measure of this tolerance. 

 Second, KPMG has not disclosed the range for the “value of each input”. Hence, 

from a process perspective, I have not been able to determine if each of KPMG’s 

chosen inputs represented a “fair” or “middle ground” of the evidence it 

considered. Based on my analysis, I consider that KPMG biases its calculation of 

WACC downwards.  

 Third, the HMI and KPMG have not considered my evidence that the WACC 

reflects the minimum return firms require in the long term.174 In competitive 

markets, some firms generate returns above the minimum return. From a 

theoretical perspective, it is only in ‘perfectly’ competitive markets where firms 

are expected to generate returns equal to the minimum. Given that perfect 

competition is rarely (if ever) observed in the real world, this minimum should not 

be used to assess excessive profits. This is consistent with a recent judgment of 

the Competition Appeal Tribunal in the UK (the “CAT”), which stated:175 

“the Court does not refer to conditions of perfect competition as the 

comparative situation, but instead to normal and sufficiently effective 

competition…”  

 In summary, the HMI’s conclusion that “the profitability analyses… show 

consistently profitable margins over and above the cost of capital” is 

unreasonable.176 This is because the HMI and KPMG have failed to determine a 

reasonable level for the cost of capital in a normal and sufficiently competitive 

market, even though it acknowledges that some level of tolerance above the 

WACC is required. KPMG has not assessed this required level of tolerance.177 

                                                           
173  Provisional Findings: 6.449. 

174  GH1: 2.23, 7.4 and 7.5 and GH6: 4.1. 

175  Exhibit GH9-5: CAT, 1275/1/12/17, 1276/1/12/17 Flynn Pharma Ltd and Flynn Pharma 

(Holdings), Pfizer Inc. and Pfizer Limited v CMA, paragraphs 287 and 312. 

176  Provisional Findings: 6.457. 

177  KPMG Netcare Profitability Report: 2.4.3. 
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KPMG’s assessment of the equity market risk premium 

 KPMG adopts an EMRP of 6.0% stating that this “premium is based on empirical 

studies, which compare the return on the All Share Index (“ALSI”) to the yield on 

long-term government bonds”.178 KPMG relied upon the following sources:179 

(1) local and international calculations over a range of time intervals using an 

arithmetic mean; 

(2) studies by inter alia, Dimson, Marsh & Staunton, Ibbotson and Damodaran, 

with more credence being given to local studies;  

(3) KPMG’s own experience of what is used in the South African market; and 

(4)  PWC’s valuation methodology surveys, which were published over the 

relevant period. 

 Except for evidence that KPMG classifies as coming from its own experience, 

which was requested but was not disclosed, I have also relied on the data sources 

above.180 However, from my review of these sources, and additional sources, I 

determined that the EMRP was likely to fall in the range 6.0% and 7.5%.  

 I show in the figure below, that based on these sources, KPMG has not adopted 

an input assumption that can be reasonably described as being “fair” or the 

“middle ground”.181 The figure shows that whilst there is a considerable range of 

results, 6.0% is towards the lower end. My higher bound for the EMRP of 7.5% is 

still significantly lower than many of the sources, including sources KPMG says 

that it has considered.  

Figure 6-1: Range of EMRPs from sources that I have considered 

[redacted] 

Source: GH8: Figure 3-1 and GH6: 4.5 to 4.9. 

 The figure above was derived from sources described in my Fourth and Sixth 

Reports. The figure itself was presented to KPMG and the HMI on 10 March 2017 

                                                           
178  KPMG Netcare Profitability Report: 7.3.2. 

179  KPMG Netcare Profitability Report: 7.3.2. 

180  GH6: 4.5 to 4.9. GH7: 3.4 to 3.6. Transcript of meeting dated 16 November 2017, pages 24 

& 25. 

181  KPMG Netcare Profitability Report: 7.1. 
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and again in my Eighth report.182 KPMG has never explained why it disagrees with 

my analysis. KPMG has never explained how they determined the 6.0% to be the 

“middle ground”. I understand that Ms Carswell explained to Dr Gardiner in the 

Second Data Room that the selection was based on a ‘qualitative’ judgement 

using the sources above. On the evidence above, I consider this an unreasonable 

conclusion. 

 Based on the preponderance of evidence, I consider that a higher EMRP is 

warranted and that KPMG have selected an ERMP towards the lower end of a 

reasonable range. In doing so, they have not selected a “fair” or “middle ground” 

value.  

 Adopting an EMRP of 7.5%, would increase KPMG’s WACC calculation by 

approximately 1.0 percentage point to 17.8%.183 

KPMG’s gearing assessment 

 The ratio of debt and equity is used to re-gear the equity beta and to weight debt 

and equity in the WACC calculation. Based on the comparable companies over the 

Review Period, KPMG adopt a gearing ratio of 35%. I assumed a gearing ratio of 

27%.184  

 KPMG selected the gearing ratio of 35% based on a mean gearing ratio of 37% and 

a median gearing ratio of 32%.185 The difference between our respective analyses 

arises predominately from differences in our respective comparator company sets 

and the treatment of outliers.  

 In the Second Data Room, I was provided with a hardcoded Excel file (i.e. KPMG 

had removed all formulae from the workbook, which limited the ability to audit 

the work that had been performed), which contained KPMG beta and gearing 

calculations.186 The mean was based on all comparable companies. However, the 

calculation of the beta factor was based on a subset of these comparable 

                                                           
182  GH4: 6.16 and 6.17, GH6: 4.5 to 4.9, Analysis of Netcare’s economic profitability, 

10 March 2017, slide 25, GH8: Figure 3-1. 

183  Appendix 4.  

184  GH4: Table A4-10. 

185  KPMG Netcare Profitability Report: Table 16. 

186  I first requested access to these calculations prior to the meeting with KPMG and the HMI 

on 16 November 2017.  
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companies.187 Having removed companies from its beta calculation, KPMG should 

have considered whether it was necessary to remove outliers from its gearing 

calculation. If the gearing was based on the same comparators used to determine 

beta, the mean falls to 31% and the median falls to 30%.188 KPMG have therefore 

adopted an inconsistent approach to the calculation of beta and gearing. 

 KPMG have stated that “higher interest rates in the South African environment 

generally result in marginally lower gearing”.189 KPMG’s and my analysis was 

based on international comparable companies, including companies that had 

operations in the UK, USA, Germany, France, Australia, Singapore and South 

Africa. I have previously stated that this indicates that the efficient level of gearing 

in South Africa should be lower than international comparable companies.190 

Notwithstanding KPMG’s inconsistent approach, KPMG have also failed to reduce 

the gearing to reflect conditions in South Africa. 

 Adopting a gearing figure of 30% (i.e. consistent with KPMG’s median gearing 

figure based on a consistent approach, but without adjusting gearing downwards 

for conditions in South Africa) lowers the beta and increases the weighting of the 

cost of equity.191 The net effect increases KPMG’s WACC by 0.3 percentage points 

to 17.1%.192 Applying my gearing assumption of 27% increase KPMG’s WACC by 

0.4 percentage points to 17.2%.193 

KPMG’s cost of debt spread assessment 

 I calculated the cost of debt based on a selection of comparable companies and 

their credit ratings by Moody’s, Standard & Poor’s and Fitch. I also considered the 

credit ratings of Netcare and Mediclinic, which have ratings by the Global Credit 

                                                           
187  KPMG excluded certain outliers in its calculation of beta. Companies were excluded where 

R-squared values were below 0.1. 

188  Appendix 4. 

189  KPMG Netcare Profitability Report: 7.5. 

190  GH6: 4.16. 

191  GH6: 4.17. 

192  GH6: 4.17. 

193  GH6: 4.17. 
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Rating Co (“GCR”).194 I found that a typical private hospital company had a rating 

of BB and that the highest rating was BBB-.195 

 Using a standard methodology, I estimated the debt spread by calculating the 

average spread between the risk-free rate and corporate bonds that were BB and 

BBB rated. I calculated a spread of between 1.76% and 4.43% (depending on the 

year), with an average of 2.9%.196 KPMG adopted a significantly lower spread of 

1.25%. 

 I have previously explained that KPMG’s assumed spread was lower than A-rated 

debt spreads of 1.53% (i.e. a credit rating several notches above the highest rating 

on the international scale) and spreads of 2.5% to 3.0% adopted by the CMA in 

the UK.197 It seems unlikely that the spread for South African firms would be lower 

than that of UK firms.  

 The GCR ratings of Netcare of A(ZA) and Mediclinic A-(ZA) are not comparable to 

the international scale, which equate to a BBB- and BB+ rating for comparative 

purposes. KPMG may have misunderstood this difference and wrongly assumed 

an international A rating. This would be incorrect for reasons set out in my First, 

Fourth, Sixth and Eighth Reports.198 

 KPMG stated that lower spreads should be used as lending to healthcare facilities 

is typically secured and that it has considered the actual credit ratings and lending 

rates. This analysis has not been disclosed to me. KPMG has not explained why my 

methodology would be biased by this factor because my analysis of international 

comparators includes companies that have secured debt. The CMA’s assessment 

also included companies that had secured debt.  

 Ms Carswell explained that no analysis on the impact of secured debt was 

performed and that the spread was selected ‘qualitatively’. I understand that 

Ms Carswell explained to Dr Gardiner in the Second Data Room that there are no 

                                                           
194  GH4: A4.34, GH6: 4.12. 

195  GH4: Table A4-8. Note that under Standard & Poor’s international credit rating 

methodology. The GCR A (ZA) rating for Netcare is equivalent to BBB- and the GCR A- (ZA) 

rating for Mediclinic is equivalent to BB+. See Ex GH4-67: Credit ratings.  

196  GH4: Table A4-9.  I used the spreads between USD denominated debt and risk-free rate as 

data for ZAR denominated debt does not exist. 

197  GH6: 4.14 and Table 4-1. 

198  GH1: 7.24 and footnote 186, GH4: Table A4-8 and Ex GH4-67: Credit ratings, GH6: 4.12 and 

footnote 174, GH8: 3.22. 
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calculations available in respect of the actual credit ratings and lending rates 

achieved. 

 Given the limited analysis, I consider that a spread of 1.25% is not reasonable and 

is unsupported. This finding is inconsistent with my analysis, which has not been 

challenged by KPMG. Applying my cost of debt assumption increase’s KPMG’s 

WACC by 0.6 percentage points to 17.4%. 

Specific risk (ex-post and ex-ante returns) 

 The HMI accepts that it needs to cater for the comparison of ex-post performance 

to the ex-ante WACC. As such, a reasonable degree of tolerance is required.199 

However, no attempt has been made by the HMI or KPMG to quantify this issue. 

 I have previously explained that this issue can be addressed by allowing a 

premium for specific risk.200 Netcare adds a circa 5% increment to its WACC to 

account for specific risks. Other practitioners and regulators have noted similar 

adjustments are required.201  

 I have explained that valuation practitioners often adjust the WACC on an ex-ante 

basis for specific risk. Surveys by PwC confirm that many practitioners in South 

Africa consider adjustments to be warranted. PwC notes in its 2012 survey that 

companies do not have unlimited resources to diversify risk and found that 30% of 

respondents to its survey “always” apply specific risk premia, 43% apply a specific 

risk premium “frequently” and 15% apply a specific risk premium “sometimes”. 

Such premia ranged from 0 to approximately 15 percentage points, with low and 

high averages of 3 percentage points to 8 percentage points, respectively.202 

Netcare’s specific risk premium lies in the middle of this range. 

 The HMI and KPMG have not responded to my prior reports on the issue of 

specific risk and my use of a 5% premium. If KPMG adopted this figure, the WACC 

would be 21.8% and the industry ROCE under KPMG’s assumptions (i.e. 

unadjusted for the issues I identify in Sections 5 and 6 above) would be below the 

WACC by one percentage point. 

                                                           
199  Provisional Findings: 6.449. 

200  See, for example, GH6: 4.19 and 4.20. 

201  GH6: 4.21.  

202  Ex GH6-13: PwC, An African Perspective Valuation Methodology Survey 2012, pages 50, 51 

and 54. 
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Conclusions 

 KPMG estimated an average WACC of 16.8% over the Review Period for Netcare 

and the other Facilities. I have previously estimated a conservative range of 16.2% 

to 17.4% for the WACC, which reflects the minimum return on capital that would 

be expected in a competitive market, before the application of any specific risk. I 

have concluded that a higher WACC range could be supported (¶6.1 to ¶6.3). 

 The HMI and KPMG have not considered my evidence that the WACC reflects the 

minimum return firms require in the long term. The HMI and KPMG have failed to 

determine the reasonable level for the cost of capital in a normal and sufficiently 

competitive market, even though the HMI acknowledges that some level of 

tolerance above the WACC is required (¶6.11 to ¶6.12). 

 KPMG stated that it considered a WACC range but has selected a point estimate 

that reflects a “fair” or “middle ground”. However, no WACC range has been 

provided by KPMG so it is not possible to test how KPMG select its point estimate. 

Based on my analysis, I consider that KPMG biases its calculation of WACC 

downwards and does not present fair middle ground (¶6.5 to ¶6.10). 

 There is strong evidence to support a higher WACC. I conclude: 

(1) KPMG’s EMRP of 6% is a lower bound. The evidence I have reviewed 

suggests an EMRP of 7.5% or higher can be supported (¶6.13 to ¶6.18); 

(2) KPMG’s gearing of 35% overstates gearing. If KPMG had performed its 

analysis on a consistent basis, it should have concluded on a value below 

30%. My previous analysis suggests 27% is more reasonable (¶6.19 to 

¶6.23); 

(3) KPMG’s debt spread of 1.25% is unsupported. My analysis indicates that a 

debt spread of 2.9% is more reasonable (¶6.24 to ¶6.30). 

 Taken together, these adjustments increase KPMG’s WACC to 18.9%, before the 

application of specific risk as shown in the figure below. 
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Figure 6-2: Effect of alternative reasonable assumptions on KPMG’s WACC 

calculation 

 

Source: GH6: Figure 4-1 and Appendix 4. 

 The HMI accepts that it needs to cater for the comparison of ex-post performance 

to the ex-ante WACC (i.e. for specific risk). As such, a reasonable degree of 

tolerance is required.203 However, no attempt has been made by the HMI or 

KPMG to quantify a tolerance level. I have presented evidence to show that a 

reasonable allowance for specific risk is 5 percentage points. This would increase 

KPMG’s assessment of the WACC, including the adjustments above, to 23.9%. 

KPMG’s WACC adjusted for only specific risk would be 21.8%. Both WACCs are 

above the industry ROCE presented by the HMI in its Provisional Findings of 21% 

(i.e. before any of the adjustments for methodological and inconsistency issues 

discussed above) (¶6.31 to ¶6.34). 

  

                                                           
203  Provisional Findings: 6.449. 
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7. KPMG’s profitability trend analysis 

Introduction 

 The HMI concludes that profits have been “consistently increasing”.204 To support 

this conclusion, KPMG has analysed profitability trends over the Review Period on 

an aggregated basis for all Facilities (the “Trend Analysis”)205 and broken down 

into two five-year periods for each Facility (the “Period Analysis”).206  

 In Section 4, I explained that KPMG adopted a narrow approach and that 

alternative methodologies produced significantly lower ROCEs. In Section 5, I 

explained that KPMG’s analysis contained many inconsistencies. I explain in this 

section that applying alternative methodologies and consistent assumptions 

produces different profitability trends that do not support the HMI’s conclusions. 

 In this section, I first show the effects of increasing the period of Netcare’s 

profitability analysis to take account of a further 2 years of data (i.e. to 2017). 

[redacted] I then explain that the HMI’s conclusions are conceptually flawed, that 

profits are not consistently increasing and that there is no evidence that profits 

will not be challenged in the future. Finally, I comment on KPMG’s Period Analysis. 

 Both the HMI and KPMG fail to recognise that their trend analysis is affected both 

by macroeconomic events and by inflation (i.e. which leads to revaluation gains 

under KPMG’s approach). The HMI should be careful not to overinterpret its 

Period Analysis, as the first period 2006 to 2010 includes the effects of the global 

financial crisis and consequently, profitability is likely to increase towards normal 

levels thereafter. 

Effect of updating Netcare’s ROCE to include 2016 and 2017 

 The Provisional Findings suggest an increasing gap between the industry ROCE 

and WACC as shown in the figure below. 

                                                           
204  Provisional Findings: 6.461. 

205  Provisional Findings: Table 6.15 and Figure 6.18. 

206  Provisional Findings: Table 6.17. 
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Figure 7-1: KPMG’s industry ROCE and industry WACC  

 

Source: Provisional Findings: Figure 6.18. 

 KPMG’s analysis indicates that Netcare’s ROCE increased from an average of 

17.2% in 2006 to 2010 to 19.8% in 2011 to 2015.207 The Period Analysis does not 

consider the actual year-on-year trend in profitability and does not consider the 

profitability of recent years, which may be different from previous years. 

 The HMI cannot conclude that profitability is increasing based on analysis that is 

now out of date. It is not possible for me to update KPMG’s analysis for all 

Facilities, as I do not have access to their data. However, I have updated KPMG’s 

analysis for Netcare for actual data in 2016 and 2017. In doing so, I have also 

updated the BER index (see Appendix 2).208 These updates have the following 

effects on ROCE when calculated using KPMG’s methodology and assumptions:209 

(1) on a smoothed basis, the ROCE reduces in all years prior to 2015, the ROCE 

increases slightly in 2015,210 and the average ROCE over the period 2006 to 

                                                           
207  Provisional Findings: Table 6.17. 

208  In summary, I previously used forecast BER Index data from June 2013. I have updated this 

with actual data. As there is a difference between the forecast and actual data, this affects 

the calculation of ROCE through both the revaluation gains and capital employed figures.  

209  Appendix 4. 

210  Appendix 2. The change occurs in all years, because the change in the BER index changes 

the level of revaluation gains, which is then averaged across all years. 
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2015 reduces from 18.5% to [redacted]%. Over the period 2006 to 2017 the 

ROCE is [redacted]%; and 

(2) on an unsmoothed basis, the ROCE increases slightly in 2014 but reduces it 

significantly in 2015 from [redacted]% to [redacted]%. The average ROCE 

reduces slightly to [redacted]% over the period 2006 to 2015. Over the 

period 2006 to 2017 the ROCE is [redacted]%. 

 The figure below shows the trends under KPMG’s smoothed and unsmoothed 

basis. I also show the trend using my Indexed Approach. 

Figure 7-2: Effect of updating Netcare’s ROCE to include 2016 and 2017 

[redacted] 

Source: Appendix 4. 

 The figure indicates that before taking into account the issues identified in 

Sections 4 and 5, the ROCE [redacted].211 The HMI used KPMG’s smoothed 

analysis when presenting its conclusions in the Provisional Findings.212 

 Using KPMG’s unsmoothed methodology, the ROCE declined from a peak of 

[redacted]% in 2014 to [redacted]% in 2017, though the trend is volatile due asset 

inflation.213 [redacted] 

 Under my Indexed Approach, which strips out the effects of unrealised 

revaluation gains to reflect operational profitability, [redacted]. 

 If the relevant adjustments discussed in Section 4 and 5 are adopted, the ROCE is 

lower in each year but the general trends are similar. Under the Indexed 

Approach, [redacted]. 

Figure 7-3: Effect of updating Netcare’s ROCE to include 2016 and 2017 and 

adjusting for inconsistencies 

[redacted] 

Source: Appendix 4. 

 These analyses indicate [redacted]. 

                                                           
211  Appendix 4. 

212  The figures included in Provisional Findings: Table 6.16 indicates a smoothed approach 

was presented. 

213  Appendix 4. 
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The HMI’s analysis is conceptually flawed 

 The HMI uses KPMG’s Trend Analysis and the WACC to indicate that profitability 

has been increasing. The HMI states:214  

“When considering the profitability of the three main groups together, 

we conclude that they have been consistently increasing their profits 

over the observation period, with the last five years seeing the ROCE’s 

levelling off to 21% to 22% on average”. [Emphasis added] 

 The HMI then concludes:215 

“No indication has been found that these profits are likely to be seriously 

challenged in the foreseeable future, either by the competitive process 

between the incumbent players themselves or by innovative, disruptive 

competition and/or entry to the market of significant new players.” 

 However, the HMI also concludes that:216 

“…the margins do not appear to be excessive when compared to the 

WACC. The average results of the profitability analyses indicate however 

that the relevant firms are consistently making fairly stable economic 

profits...” [Emphasis added] 

 These conclusions contain two inconsistencies.  

 First, the HMI concludes that profits are both “increasing” and “stable”. Both 

statements cannot be true. Either profits are increasing, or they are stable.  

 Second, the HMI concludes that margins are not excessive (i.e. there is no 

competitive concern) but that profits are increasing (i.e. there is an alleged 

competitive concern). However, the HMI’s conceptual framework clearly states 

that the purpose of the profitability analysis is to determine whether the Facilities 

“persistently earn economic profits over and above the cost of capital”.217 Given 

that the HMI concludes that margins are not excessive, the HMI should have 

concluded that prices were not set above competitive levels. The HMI does not 

explain why increasing profits gives rise to a competitive concern when profits are 

still found to be below an excessive level. [redacted] The HMI does not comment 

on this more reasonable interpretation of the results. 

                                                           
214  Provisional Findings: 6.461. 

215  Provisional Findings: 6.463. 

216  Provisional Findings: 6.457. 

217  Provisional Findings: 6.431. 
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 Whilst the HMI has not clearly explained its framework, its conclusions are 

strongly reliant on a finding that profits are “consistently increasing” (i.e. profits 

increase year after year) and that profits in the future will not be “challenged” (i.e. 

profits will continue to rise after the Review Period). I explain in the next sections 

that both positions are not supported by the available evidence.  

Profits are not “consistently increasing” 

 The HMI states that the Facilities have consistently increased their profits.218 I do 

not agree with this conclusion for several reasons. 

 First, care needs to be taken when considering trends, given that the calculation 

of the ROCE and WACC are subject to measurement issues.219 Even though the 

HMI accepts that a “degree of tolerance” is required when interpreting its 

findings, the HMI does not apply this degree of tolerance to its interpretation of 

profitability trends.220  

 Second, I have explained previously that KPMG’s trend analysis is materially 

affected by its adoption of an approach that includes unrealised indexation gains 

and whether the results are presented on a smoothed or unsmoothed basis. The 

Provisional Findings only presents the trend analysis on a smoothed basis. Hence, 

the HMI’s assessment is incomplete.  

 The problem of inflation can be explained as follows: 

(1) under the unsmoothed approach (i.e. where actual unrealised indexation 

gains are used to calculate the ROCE in each year), the inclusion of 

indexation gains due to inflation materially affects returns in each year. This 

might lead to the appearance of an upward trend simply due to inflation. It 

would be unreasonable to draw conclusions on this because the Facilities 

cannot control inflation.221 KPMG has not attempted to control for inflation 

bias when performing its Trend Analysis. The HMI does comment on this 

factor in the Provisional Findings; and 

(2) under the ‘smoothed’ approach (i.e. where total indexation gains over the 

Review Period are averaged and included in the ROCE in each year) any 

trend analysis becomes meaningless as it wrongly assumes the level of 

                                                           
218  Provisional Findings: 6.461. 

219  GH4: 2.17. 

220  Provisional Findings: 6.449. 

221  GH4: 3.30 and GH6: 3.16. 
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capital employed is constant over time. However, the level of capital 

employed changes on an annual basis. This leads to a biased trend.  

 These can be observed in the figure below, which compares KPMG’s analysis of 

Netcare’s ROCE in each year on a smoothed and unsmoothed basis. The trends 

are completely different. The smoothed approach gives a flatter trend, whereas 

the unsmoothed approach provides a more volatile trend driven by changes in 

annual inflation. The HMI/KPMG have not commented on KPMG’s unsmoothed 

trend. 

Figure 7-4: KPMG’s calculation of Netcare ROCE on a smoothed and unsmoothed 

basis 

[redacted] 

Source: KPMG Netcare Profitability Report: Tables 9 and 10. 

 These differences become more apparent when KPMG’s industry ROCE is 

considered as shown below. This indicates that on KPMG’s unsmoothed analysis 

that profitability has declined significantly from a peak in 2013. 

Figure 7-5: The industry ROCE on a smoothed and unsmoothed basis 

[redacted] 

Source: Appendix 4. 

 Third, the Facilities submitted that under their analysis, the ROCE is below the 

WACC. Consequently, a finding of increasing profitability is irrelevant as any trend 

just reflects the industry needing to become profitable over the longer term. 

Under my Indexed Approach, where unrealised indexation gains are not included 

in the calculation of EBIT, the figure below shows the trend is increasing, but in all 

years the ROCE is below the WACC. This does not give rise to a competitive 

concern. The HMI has not commented on my Indexed Approach, which was 

presented in my prior reports.222 

Figure 7-6: Comparison of KPMG’s Industry ROCE, Netcare’s ROCE (Indexed 

Approach and KPMG assumptions) and the WACC (KPMG assumptions) 

[redacted] 

Source: Provisional Findings: Figure 6.18. Appendix 4. 

                                                           
222  See, for example, GH6-1: My Profitability Model, which contains Indexed Approach ROCEs 

over time. 
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 Fourth, I have explained previously that an increasing ROCE can be expected due 

to limitations of the ROCE calculation itself. This is because the capital base (i.e. 

the denominator in the ROCE calculation) is expected to fall due to depreciation. 

As the denominator falls, the ROCE increases.223 I have referred to this as an age 

bias. The HMI and KPMG have not attempted to isolate this effect when 

performing its trend analysis. 

 Fifth, I explained in Section 5 that KPMG used different assumptions to estimate 

the ROCE for each Facility. Given these inconsistencies, it is not appropriate to 

combine each firm’s ROCE to estimate an overall or average trend. Overall, trends 

should be assessed on a consistent basis. To the extent that different 

assumptions/approaches are used, it is necessary to consider how these 

differences might affect the overall trend. KPMG has not considered this issue 

when performing its Trend Analysis. 

 Sixth, KPMG estimated the industry ROCE by taking a simple average of the ROCE 

figures. However, an industry ROCE should be estimated by summing EBIT and 

capital employed to control for size differences. As a result, the profitability of the 

industry is misstated.  

 The figure below shows the trends observed when performed on a weighted basis 

and with the other corrections highlighted in Section 5 of this report. 

                                                           
223  GH4: 3.52 and GH6: 3.16. 
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Figure 7-7: Comparison of KPMG’s Industry ROCE to adjusted smoothed and 

unsmoothed Industry ROCEs 

 

Source: Provisional Findings: Figure 6.18. Appendix 4. 

 Seventh, having failed to extend its analysis past 2015, KPMG cannot conclude 

that profitability is increasing. Under KPMG’s own methodology (i.e. before 

adjusting for biases), the proper interpretation of Figure 7-2 is as follows: 

(1) KPMG’s smoothed approach shows that profits fell over the period to 2008. 

Profits recovered in 2009, and have then remained relatively stable 

between 2009 and 2015 (i.e. an ROCE of around 20% based on KPMG’s 

analysis), with some variation and profits declining from a peak in 2015; 

(2) KPMG’s unsmoothed approach presents profits that fluctuate with greater 

volatility. Profits decrease between 2007 and 2009 and then recover by 

2012. Profits then decrease in 2013, peak in 2014 and are then lower than 

this peak in 2015 to 2017. In 2015 and 2017 profitability decreases from the 

previous year but increases in 2016. I would interpret this general trend as 

being more cyclical with periods of lower profitability and periods of higher 

profitability. Over the last 3 years of the Review Period there is no evidence 

of an upward trend, consistent with the more stable profits finding using 

KPMG’s smoothed approach; and  
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(3) my Indexed Approach, which strips out the effects of unrealised revaluation 

gains to reflect operational profitability, suggests profits have been 

increasing towards a normal level of profitability after the global financial 

crisis, [redacted]. 

 In conclusion, the HMI / KPMG analysis is flawed because it does not control for 

factors that lead to an upward bias in the underlying trend. These factors include 

inflation and a declining asset base. In addition, KPMG’s analysis is likely to be 

distorted by combining ROCEs that have been calculated on an inconsistent basis. 

Whilst the HMI accepts that a “degree of tolerance” is required when interpreting 

its findings, the HMI does not apply any tolerance to its interpretation of 

profitability trends.224 On this basis, I do not consider there is evidence of 

consistently increasing profitability as the HMI asserts.  

Profits are not “challenged” 

 The HMI concludes that profits in the future will not be “challenged”. The HMI 

does not provide any evidence to support this position. All it states is that it:225 

“has not found any indication – in the context of the profitability 

analyses or otherwise – that these fairly stable profits, despite some 

tendencies up and down, have been seriously challenged during the 

observation period or will be challenged in the near future”.  

 It is unclear why the HMI considers that profits need to be challenged, given that 

it has found that profits are not excessive. The HMI provides no support that 

profits will not be challenged in future. Based on its other conclusions, I assume 

the HMI is concerned that profits may increase in the future and hence may 

become excessive. 

 If profits were found to be excessive and there was no entry into the market, then 

I would agree that one may have concerns about increasing market power of the 

Facilities. However, there does appear to have been significant entry in the 

market in recent years, as noted in Ms Guerin-Calvert’s Report: 

(1) on an admissions basis, the market share of all NHN and Independent 

hospitals (as opposed to the subset of 195 presented in the Provisional 

Findings) increased from [redacted]% in 2010 to [redacted]% by 2014, while 

                                                           
224  Provisional Findings: 6.449. 

225  Provisional Findings: 6.461. 
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the market shares of [redacted] and [redacted] declined (with [redacted] 

being broadly stable);226 

(2) NHN and Independent hospitals are growing more quickly than the 

Facilities with the HMI’s bed database indicating that over [redacted]% of 

new hospital entry beds in the period 2010 to 2017 were provided by NHN 

or Independents;227 and 

(3) of the [redacted] beds that have been approved for licences as at 

September 2018, but are not yet operational, [redacted] beds (94%) relate 

to NHN / Independent hospitals.228 

 Ms Guerin-Calvert also indicates that NHN and Independent hospitals had c. 

[redacted] beds in 2014 and that the HMI’s bed database indicates that between 

2015 and 2017, [redacted] additional beds were added by NHN and Independent 

hospitals (an increase of 47%).229 This contrasts with the position of Netcare, Life 

and Mediclinic, who collectively increased by beds by [redacted] (2%).230 This does 

not indicate that entry is being prevented. Instead, entry is occurring.  

 Notwithstanding this, the identification of a trend over a certain period does not 

provide evidence that the trend will continue. One would expect profitability to 

vary over time due to a range of factors (e.g. macroeconomic factors) and not just 

due to the degree of competition.231 This is evident from the figures above, which 

show that profitability under both smoothed and unsmoothed approaches is 

cyclical.  

 But the HMI’s concern can be tested. The HMI considered profits over the period 

2006 to 2015. As indicated above, data for 2016 and 2017 has now become 

available. This is information is informative because it helps to assess if profits can 

be “be challenged in the near future”. [redacted]. 

                                                           
226  Ms Guerin-Calvert’s Report: Table 3. 

227  Ms Guerin-Calvert’s Report: Table 6. 

228  Ms Guerin-Calvert’s Report: Table 5. 

229  Ms Guerin-Calvert’s Report: [redacted]. 

230  Ms Guerin-Calvert’s Report: [redacted]. 

231  GH4: 3.52 and 3.53. 
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KPMG’s Period Analysis 

 KPMG also presents a comparison of the ROCE, TIRR and WACC for each of the 

Facilities for two periods (i.e. 2006 to 2010 and 2011 to 2015), which I reproduce 

below. 

Table 7-1: KPMG’s comparison of ROCE, TIRR and the WACC 

 2006-2010 2011-2015 

 ROCE TIRR WACC ROCE TIRR WACC 

Life 19.2% 13.8% 17.1% 24.2% 30.7% 16.6% 

Mediclinic 23.5% 19.2% 16.9% 21.5% 23.5% 16.5% 

Netcare 17.2% 18.0% 17.1% 19.8% 20.9% 16.6% 

Source: Provisional Findings Table 6.17. 

 KPMG’s analysis suggests that the ROCE increased for Netcare and Life but 

decreased for Mediclinic. The HMI states that this is consistent with “some 

competitive pressure building up”.232 It further notes that Life’s average 8% excess 

in this period was high. However, this large ‘excess’ in the second period is due to 

the inconsistent approach that KPMG has adopted in relation to Life’s MEA values. 

As a result, KPMG’s analysis is biased and cannot be used to draw any meaningful 

conclusions on the trend of profitability. I explain this issue in more detail from 

paragraph 5.35 above. 

 Notwithstanding this, I do not consider it appropriate to consider the change 

across two periods. This is because the selection of the period is arbitrary and can 

be used to manipulate the result. This can be easily demonstrated as follows. In 

the table below, I have used Netcare’s data for the extended period to 2017 and I 

have split the data into four-year periods on an unsmoothed basis. 

Table 7-2: Netcare Period Analysis (using KPMG’s approach) 

Period 2006-2008 2009-2011 2012-2014 2015-2017 

ROCE [redacted] [redacted] [redacted] [redacted] 

Source: Appendix 4. 

 This data shows that Netcare’s profitability [redacted]. This analysis suggests 

natural cycles in profitability, which one would expect in competitive markets. 

                                                           
232  Provisional Findings 6.458. 
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From this analysis it can be seen that profits are not “consistently increasing” and 

that Netcare’s profits have been “challenged”. 

Conclusion 

 The HMI concludes that the industry ROCE has been increasing and that there is 

no sign of this being corrected. This is used to support the HMI’s conclusions that 

significant remedies need to be implemented. I consider that KPMG’s analysis is 

flawed for the following reasons. 

 First, I have performed a more detailed analysis of Netcare’s profitability trends. I 

have considered two further years after the Review Period. I have also updated 

the BER index for actual data. [redacted] (¶7.5 to ¶7.11). 

 Second, if the relevant adjustments discussed in Section 4 and 5 are adopted, 

Netcare’s ROCE is significantly lower in each year. [redacted] (¶7.12 to ¶7.13). 

 Third, the HMI’s conclusions are confused, noting both stability in and an increase 

in profits. Given that the HMI concludes that margins are not excessive, the HMI 

should have concluded that prices were not above competitive levels. The HMI 

does not explain why increasing profits gives rise to a competitive concern if the 

profits are still found to be below an excessive level. The alternative and more 

reasonable conclusion is that prices are simply trending up to an acceptable 

competitive level over time (¶7.14 to ¶7.20). 

 Fourth, any trend analysis is subjective. KPMG’s smoothed and unsmoothed 

methodologies show differing trends. The HMI has been selective in the 

presentation of the smoothed results only. If the HMI had presented KPMG’s 

unsmoothed analysis, it would have seen a declining profitability after 2013. 

Adjusting for the issues raised in Sections 4 and 5 indicates that the industry’s 

profitability is lower than that assessed by KPMG. Hence, any observed increase in 

profits would suggest a return towards normal levels of profitability after the 

global financial crisis. Additionally, the simple application of ROCE methodology 

leads to an increase in profitability over time (i.e. due to depreciating assets and 

the inclusion of indexation gains). The HMI has not accounted for age and 

inflation bias in its trend analysis (¶7.21 to ¶7.33). 

 Fifth, the HMI concludes that profits in the future will not be “challenged”. It is 

unclear why the HMI considers that profits need to be challenged, given that it 

has found that profits are not excessive. However, it appears that profits have 

been challenged in recent years as profitability has declined. This is consistent 

with the additional entry by NHN and Independents in recent years as described 

in Ms Guerin Calvert’s Report (¶7.34 to ¶7.39). 
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 Sixth, the HMI’s Period Analysis is flawed because the selection of the period is 

arbitrary. [redacted] (¶7.40 to ¶7.43). 

 In conclusion, I find that profitability has not increased after 2014 / 2015. This 

directly contradicts the HMI’s assertion that no indication “has been found that 

these profits are likely to be seriously challenged in the foreseeable future, either 

by the competitive process between the incumbent players themselves or by 

innovative, disruptive competition and/ or entry to the market of significant new 

players”.233  

                                                           
233  Provisional Findings: 6.463. 



15 October 2018 
Non-confidential version 

Report of Greg Harman dated 15 October 2018 | 85 

8. The HMI inappropriately asserts inefficiency  

Introduction 

 The HMI concludes that the levels of profit are “not in themselves a concern” and 

“appears to be within tolerable levels”.234 However, the HMI also states that an 

“inefficient firm if unchallenged by efficient competitors or entrants, may exert 

market power but the high costs associated with its inefficiency may depress its 

profitability”,235 and that although “the profitability analysis may be interpreted in 

isolation as showing fair returns, the SID and expenditure analysis raise questions 

about the costs structures and efficiency of firms indicating that there may not be 

sufficient competitive discipline to keep costs and tariffs low”.236  

 The HMI is asserting that although the profits are not excessive (i.e. prices are 

broadly cost-reflective), the costs incurred are not efficient, which inflates the 

costs (and hence prices) to consumers of accessing healthcare. As such, non-

excessive profits may conceal a competitive concern. To assess this concern, the 

HMI would need to determine the level of inefficiency in costs, if any. 

 Dr Meschi and Ms Guerin-Calvert have considered the issue of efficiency more 

widely and the HMI’s analysis in respect of inefficient utilisation and SID. In my 

report, I consider whether there is evidence of cost inefficiency. 

 I start by noting that the HMI has not performed any assessment of the Facilities’ 

efficiency. In addition, I note that this is the first time that the HMI has raised the 

issue of efficiency in the context of Facilities’ profitability analysis. KPMG has not 

addressed the issue of efficiency within its assessment of profitability. The draft 

profitability analysis of healthcare facilities dated 20 December 2017 made no 

mention of efficiency in the context of the profitability analysis. Consequently, I 

have not had the opportunity to comment on efficiency in any depth previously.  

 In this section I: 

                                                           
234  Provisional Findings: 6.459. 

235  Provisional Findings: 6.460. 

236  Provisional Findings: 6.462. 
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(1) consider the HMI’s conclusions on the link between its profitability analysis 

and cost inefficiency; 

(2) consider whether any analysis performed by the HMI assesses cost 

efficiency; and 

(3) perform a review of Netcare’s cost base for evidence of inefficiency. 

Provisional Findings’ link between its profitability analysis and cost inefficiency 

 Despite finding that profits (and hence prices) are not excessive, the HMI 

concludes that prices may still be high due to inefficiency. It is unclear how the 

HMI has arrived at this conclusion (i.e. it has not put forward any evidence to 

support its theory). 

 If the Facilities were inefficient but had market power, then it is unclear to me 

why they would settle for a normal level of profit, or below average returns. If the 

Facilities had market power, then they would seek to exploit that to the full extent 

possible and earn excessive returns, notwithstanding their cost base, efficiently 

incurred or not. The finding that all Facilities earn normal returns (or under my 

alternative assumptions, below normal returns) suggests that they are not 

abusing their position and are being competitively constrained by each other, the 

National Healthcare Network and other independent hospitals.  

 KPMG’s analysis shows that the profitability of some of the Facilities has 

increased, whilst for others it decreased over the Review Period.237 The HMI 

concluded that this provided some evidence of “some competitive dynamics in the 

industry”.238 It is difficult to reconcile this finding with the HMI’s finding that the 

Facilities are inefficient and abusing significant market power. 

 Notwithstanding this, the HMI should have sought to assess what level of profits 

the Facilities would have earned if their costs were more efficient. The HMI has 

not quantified the impact of lower costs on profits and has not tested if the 

resulting level of profits fell within tolerable levels.  

 In the absence of any such analysis, it is not possible to draw any conclusions on 

whether profits are exacerbated by cost inefficiency or not.  

                                                           
237  Provisional Findings: Table 6.17. 

238  Provisional Findings: 6.459. 
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The HMI’s expenditure analysis is not an assessment of efficiency 

 Having concluded that the Facilities are inefficient, it is critical to understand that 

the HMI has not assessed the actual costs or efficiency of the Facilities. The HMI 

only analyses the amounts paid in respect of claims made (i.e. total claims 

expenditure, comprising payments to hospitals and practitioners etc). Hence, the 

HMI’s analysis is not based on the actual costs of the Facilities. 

 The HMI’s so-called expenditure analysis assesses the increase in claims 

expenditure made over a five-year period (2010 to 2014), and then purports to 

understand the reasons for the increase in claims expenditure due to age, burden 

of disease, etc. This analysis does not provide any indication as to whether costs 

are efficiently incurred, or not.  

 I first summarise the typical techniques used to assess efficiency, which are 

described in greater detail in Dr Meschi’s Report.239 I then consider the 

expenditure analysis that has been performed by the HMI (which is described in 

greater detail in Ms Guerin-Calvert’s report). 

Techniques used to assess efficiency 

 Efficiency analysis requires comparing the metric in question, in this case costs, to 

an appropriate benchmark. It is not sufficient to simply observe that costs (or in 

the case of the HMI’s analysis, claims expenditure) are increasing, even if some of 

that increase is ‘unexplained’. To assess cost efficiency, one needs to determine 

the level of cost that one would expect in a normally competitive market. Hence, 

the level of costs of the Facilities would need to be compared to the cost of 

comparable Facilities operating in a competitive market. It is only if the Facilities’ 

costs were significantly higher than a competitive benchmark (i.e. after 

accounting for any structural difference between markets) that a finding of 

inefficiency could be made. 

 There are several standard approaches that have been used by regulators to 

assess the efficiency of regulated industries in the context of setting price 

controls. These approaches include, inter alia: 

(1) determining efficiency by reference to a theoretically efficient firm. In this 

instance a theoretical efficient model of the company is constructed along 

with the identification of the theoretical minimum cost level; 

(2) total factor productivity analysis; 

                                                           
239  See Section 3 of Dr Meschi’s Report. 
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(3) bottom-up benchmarking exercises, whereby comparisons of individual 

processes are undertaken using benchmarks within or external to the 

industry under examination; and 

(4) top-down comparative approaches. The efficient cost level is identified 

using information on other companies, which is used to construct a cost 

frontier. A company’s efficient cost level, given its characteristics, can then 

be estimated by reference to this frontier using methods such as simple 

unit cost comparisons or more complex econometric cost models (e.g. 

ordinary least squares regressions, nonparametric approaches, or 

stochastic frontier analysis). 

 None of these approaches have been used by the HMI to determine the efficiency 

of the Facilities. 

The expenditure analysis is not an assessment of efficiency  

 The HMI’s expenditure analysis considers claims expenditure made in each year 

between 2010 to 2014. A model has been constructed to determine what 

proportion of the increase in claims expenditure in each year above the South 

African Consumer Price Index (“CPI”) can be explained by variables such as age, or 

increased disease burden leading to increased admission rates, length of stay or 

level of care. The unexplained remainder of any increase in claims expenditure 

appears to be attributed, at least in part, to inefficiency, although the HMI does 

not quantify the extent of any inefficiency saying only that “the SID and 

expenditure analysis raise questions about the costs structures and efficiency of 

firms”.240  

 The HMI has not sought to determine what proportion of the unexplained growth 

relates to inefficiency. The growth in expenditure is not a recognised indicator of 

inefficiency, because all it tells us is that expenditure is increasing, and that part of 

that increase cannot be explained by the HMI. The same level of increase could be 

observed in a competitive and efficient market. The question of efficiency 

requires a comparison of costs to the average level of costs in a competitive 

market. The HMI has not performed such an analysis. 

 The HMI acknowledges that it has not assessed the cost efficiency of Facilities. It 

acknowledges that the Facilities submitted that increasing input costs explained 

why expenditures increased. However, the HMI admits that it has “not been able 

to test the veracity of these claims in detail” and that how they “impacted on 

expenditure, has not been tested”.241 Hence, the HMI has failed to assess the 

                                                           
240  Provisional Findings 6.462. 

241  Provisional Findings: 6.319. 
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underlying costs of providing that healthcare. Consequently, the HMI has no basis 

to conclude that the Facilities are inefficient, compared to a competitive 

benchmark.  

 Notwithstanding that the HMI has not examined the Facilities actual costs, the 

HMI: 

(1) compares the increase in expenditure claims to CPI. It concludes that at 

least part of unexplained portion of the increase above CPI must be due to 

inefficiency (though the HMI is not explicit in this regard).242 The CPI is a 

general rate of inflation across the economy and does not provide the rate 

of inflation that is appropriate for a specific subset of the economy, such as 

hospital services. In Europe, hospital inflation has increased at a rate 

approximately 1.2 percentage points greater than CPI over the period 2005 

to 2017, and data from Discovery’s annual statements indicates that the 

level of healthcare inflation observed in South Africa over the period 2008 

and 2015 has increased on average by 2.0% more than CPI, whereas the 

increase observed in the UK was 4.4% in excess of inflation.243 This suggests 

that healthcare inflation is expected to increase at a faster rate than 

general inflation. I also note that the BER index that I have applied to land 

and buildings (and used by KPMG to assess Netcare’s profitability) is greater 

than CPI over the Review Period by a total of c. [redacted]% or [redacted]% 

more per year; and 

(2) the HMI estimates that circa 2.0 percentage points of the difference 

between CPI and the cost per admission is ‘unexplained’. It appears that 

this unexplained residual is attributed to inefficiency.244 However, the 

residual ‘unexplained’ variable is attributed to inefficiency, on the basis of 

no evidence. The HMI would need to understand whether the residual 

relates to efficiency or other factors that have not been modelled.  

 The HMI states that submissions have been made highlighting that:245 

(1) exchange rate depreciation can lead to an upward impact on the costs of 

technology and equipment as costs are sticky downwards; 

(2) consumables are more expensive in South Africa than internationally and 

that costs could be reduced if parallel imports were permitted; and 

                                                           
242  Provisional Findings: 6.462. 

243  Appendix 5. Data is not available for the US on a comparable basis.  

244  Provisional Findings: 5.73. 

245  Provisional Findings: 6.319. 
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(3)  higher consumable prices may arise due to cross-subsidisation of products 

between the public and private sector. 

 None of these factors have been considered as variables within the expenditure 

analysis although each will have an impact on the costs of the Facilities and the 

prices charged, which will impact claims expenditure. The HMI does not comment 

on either of the first two claims at all and has not presented any analysis to either 

verify or disprove these claims. In the absence of any analysis to show whether 

exchange rate depreciation can influence hospital’s costs, it is not appropriate for 

the HMI to conclude that these costs are inefficiently incurred. Similarly, if costs 

could be reduced by allowing parallel imports, it is unclear why this is not part of a 

key HMI recommendation. As the costs of consumables comprise hospitals’ 

largest cost, this could have a material downward effect on costs and prices. 

 In respect of cross-subsidisation, the HMI only notes that the South African 

Department of Health (“DoH”) considers that products procured for the public 

sector are different from those purchased by the private sector and that due to 

volume and differences in procurement processes, this is likely to influence costs. 

The HMI has not presented any analysis to confirm that this is the case or what 

effect this may have on costs. 

 Dr Meschi and Ms Guerin-Calvert discuss the expenditure analysis in detail and 

conclude that this analysis is not an efficiency study. I agree. 

Review of Netcare’s cost base for evidence of inefficiency 

 The HMI has not asked Netcare to provide evidence to show that its costs are 

efficiently incurred as part of its profitability analysis. I have considered Netcare’s 

most material costs to assess whether there is any evidence of cost inefficiency. I 

have also made representations regarding some of these issues in my Fifth 

Report, which were not discussed in the Provisional Findings. 

 The figure below shows the proportion of each of Netcare’s operating costs 

(excluding internal charges and depreciation and amortisation) for the period 

2005 to 2017.  

Figure: 8-1: Breakdown of Nectare’s operating costs  

[redacted] 

Source: Appendix 4. 

Cost of sales 

 I understand that Netcare’s cost of sales, which comprises [redacted]% of its total 

operating costs, predominantly relates to the costs of drugs and other medical 
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consumables. I understand that drugs are price regulated through the single exit 

price regulations and that other medical consumables are charged at cost.246 

Parallel imports are prohibited. Consequently, Netcare has limited control over its 

cost of sales, and nor would an entrant in a competitive market. As such, Netcare 

is unlikely to be inefficient in this area. 

 I understand that Netcare has set out its views on medical consumables (both in 

respect to the pricing of these in South Africa and the regulations surrounding 

them) in a presentation to the HMI.247 Netcare has explained that if it was free to 

source medicines internationally, it would lead to significant price reductions. 

Netcare shows that for ten products, only two were purchased cheaper in South 

Africa compared to the UK. The remaining eight products ranged from between 

[redacted]% to [redacted]% more expensive in South Africa. The HMI does not 

appear to have considered this submission and it is not an explanatory factor in its 

expenditure analysis. It seems that allowing medicines to be procured from 

outside of South Africa could lead to significant cost savings that could be passed 

on to consumers. 

Direct payroll  

 The HMI acknowledges that the Facilities provided evidence that the level of 

payroll expenditure was driven by wage inflation. A material aspect of this cost 

category relates to direct nursing payroll costs.248 Direct payroll costs comprise 

[redacted]% of Netcare’s costs over the period 2006 to 2015.249 

 Netcare has previously submitted to the HMI that direct payroll costs have 

increased above CPI inflation due to a shortage of nurses (i.e. particularly skilled 

nurses) precipitated by the closure of public nursing colleges and restrictions on 

private sector training of nurses. These issues lie outside of Netcare’s control and 

are likely to restrict the supply of trained nurses, which increases the price that 

nurses can charge for their labour. I understand that this is accentuated by 

emigration and difficulties in employing foreign nurses. 

 The HMI acknowledges that it “has not been able to test the veracity of these 

claims in detail, apart from submissions by hospital groups”.250 This represents a 

                                                           
246  Provisional Findings: 3.15 and Netcare’s presentation to the HMI dated 9 March 2016, 

slide 36 and 85.  

247  Netcare’s presentation to the HMI dated 9 March 2016, slide 85 and 86. 

248  Provisional findings: 6.319. 

249  Figure 8-1 above. 

250  Provisional Findings: 6.319.1.3. 
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material flaw in the HMI’s analysis. The HMI asserts that costs are increasing 

faster than inflation but has not determined if the unexplained residual is due to 

uncontrollable increases in staff costs. All competitors would face similar 

increases. Consequently, this increase cannot be categorised as an inefficiency. 

 With respect to Netcare, I understand that direct payroll has increased from 

[redacted]% of costs in 2006 to [redacted]% in 2017. The overall increase in direct 

payroll costs has averaged [redacted]% per annum over this period in nominal 

terms (i.e. the aggregate increase due to increased numbers of nurses as Netcare 

has grown and the salary cost per nurse) compared to CPI of [redacted]% per 

annum.251 Hence, the increase in direct payroll costs is likely to be a key driver of 

increasing input costs. The HMI has failed to incorporate these facts into its 

analysis. The cost per full-time equivalent has however [redacted].252 

 This may be due to Netcare’s nursing acuity staffing tool, that Netcare developed 

internally to manage nursing staff levels in wards and theatres so that staff levels 

matched the clinical need of the expected case mix each day.253 While the 

purpose of this tool was to ensure that there is an appropriate level of planned 

staff on each shift, it has the added effect of reducing excess staffing and reduces 

costs to a more efficient level.  

 In my Fifth Report I explained that Netcare considers its direct payroll costs to be 

very efficient. I explained that the use of such a tool was innovative and was being 

trialled in the UK by the NHS. I understand that Netcare also trialled the tool in 

BMI hospitals in the UK. In both cases, there were significant cost savings made of 

over GBP [redacted] (c. R[redacted]) over a five-month period in 2016.254 I 

understand that Netcare considers that it has improved its nursing cost base by 

[redacted]% per annum on an annuity basis due to this tool, in addition to 

numerous clinical and other benefits.255 

 This provides an example of Netcare increasing its efficiency and innovating to 

such an extent that established healthcare systems in the UK have also seen 

                                                           
251  Appendix 4. 

252  Appendix 4. 

253  ‘Acuity’ being a measure of the complexity of the care or clinical need required, so a 

patient in intensive care will have a higher acuity and hence require more nurses and 

more qualified nurses. 

254  Ex GH9-6: Netcare Ward Resource Planning System Review of pilot results for the period 

Jan to May 2016, slide 5. 

255  Ex GH9-7: Netcare Ward Resource Planning System, slide 19, and Netcare. 
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benefits from its use. The HMI has not commented on this aspect of Netcare’s 

efficiency.  

Other costs 

 There is limited data available for me to assess Netcare’s indirect payroll and 

other costs. However, Netcare’s 2017 annual Report indicates that:256 

(1) due to union representation and public sector pay increases linked to CPI, 

cost savings on staff costs were limited; 

(2) there had been reductions in energy usage in recent years, with electricity 

usage per patient day falling from 96kWh in 2013 to 85kWh in 2017, leading 

to combined electricity savings of c. R60 million over this period;  

(3) the instigation of solar photovoltaic installations generated savings of R129 

million since 2013; and  

(4) there had been reduced water consumption (on a per bed basis) from 194 

litres per bed to 190.  

 The report indicates that since 2013, Netcare has approved and instigated several 

energy, water and waste projects to the value of R507 million. While it is difficult 

to make firm conclusions on cost efficiency from this qualitative analysis, it 

appears that Netcare has several initiatives in place to seek to reduce costs. The 

HMI has not provided any evidence on where Netcare or any other Facility is 

incurring costs on an inefficient basis.  

Conclusion 

 Having concluded that the Facilities are inefficient, it is critical to note that the 

HMI has not actually assessed the costs or efficiency of the Facilities. The HMI has 

only analysed claims expenditure (i.e. the amounts claimed in respect of all 

hospital care including practitioners). This analysis does not provide any indication 

as to whether costs are efficiently incurred (¶8.6 to ¶8.10). 

 Efficiency analysis requires comparing costs to an appropriate benchmark. It is not 

sufficient to simply observe that costs (or in the case of the HMI’s analysis, claims 

expenditure) are increasing. To assess cost efficiency, one needs to compare costs 

to the level of cost that one would expect to find in a normally competitive 

market. Several standard approaches have been used by regulators to assess the 

efficiency of regulated industries in the context of for setting price controls. None 

                                                           
256  Ex GH9-8: Netcare Annual Report 2017, pages 94 and 95. 
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of these approaches have been used by the HMI to determine the efficiency of 

Facilities (¶8.11 to ¶8.16). 

 The HMI states that submissions have been made highlighting several cost factors 

that might explain increases in the Facilities’ costs. The HMI admits that it has 

“not been able to test the veracity of these claims in detail” and that how they 

“impacted on expenditure, has not been tested”. None of these factors have been 

considered as variables within the HMI’s expenditure analysis (¶8.17 to ¶8.24).  

 I have performed a review of Netcare’s costs. Most of Netcare’s costs fall outside 

its control. Increases in the costs of the most material cost categories such as 

nursing costs and consumables would be observed by all operators, even in a 

competitive market. The HMI has not performed an assessment of Netcare’s costs 

or assessed the evidence that shows Netcare acts innovatively to reduce costs 

where possible (¶8.25 to ¶8.37). 

 Based on the evidence Netcare has provided reductions in certain costs may be 

possible if alternative policies were enacted with respect to the ability to parallel 

import consumables and to increase the availability of nursing training. It is not 

clear why these issues have not been addressed by the HMI in their 

recommendations.  

  



15 October 2018 
Non-confidential version 

Report of Greg Harman dated 15 October 2018 | 95 

9. The HMI’s recommendations 

Introduction 

 The HMI concluded that the South African private health sector suffers from 

market failures and proposed a set of recommendations, which it says will 

address the competition concerns it has identified.257 I have been instructed to 

provide my views on the HMI’s price regulation proposals for Facilities.  

 Two possible pricing regulatory regimes have been proposed for the Facilities. 

These are referred to as “Proposal 1” and “Proposal 2”. In this section, I: 

(1) summarise the HMI’s price regulation proposals;258 

(2) describe the HMI’s framework that concludes recommendations should be 

“appropriate” and “practical”; 

(3) explain why the HMI’s proposals are inappropriate; and 

(4) explain why the HMI’s proposals are not practical. 

 In Appendix 7, I explain that the HMI’s recommendations are also unclear and not 

fully developed. This provides further uncertainty as to the appropriateness, 

practicality, cost and complexity of the HMI’s proposals. Dr Davis also discusses 

the HMI’s proposed price regulation regime in his report. His views are consistent 

with mine. 

The HMI’s price regulation proposals 

 The HMI states that it received submissions suggesting that the decision to 

prohibit collective bargaining in 2004 was responsible for the creation of a “tariff 

vacuum”, which made it difficult for schemes and members to compare prices.259 

                                                           
257  Provisional Findings: 10.1 and 10.2. 

258  The HMI also does appear to consider that bilateral negotiations should continue to 

facilitate movement from FFS tariffs to ARMs. The HMI does not discuss how such 

negotiations fit with its proposed price regulation proposals. Provisional Findings: 10.131.  

259  Provisional Findings: 10.101 and 10.107. 
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The HMI has not re-reviewed the decision on collective bargaining and says it 

wishes to see a system whereby bargaining would be “facilitated by the SSRH to 

safeguard against collusive behaviour among competitors and foreclosure of new 

entrants” and advanced two proposals in this respect.260  

 Under Proposal 1, fee-for-service (“FFS”) tariffs would be determined by the SSRH 

after stakeholders, comprising “providers, funders, government and civil society”, 

made “simultaneous submissions” (i.e. presentations and binding written 

submissions) in what it terms a multilateral forum (“MF”).261 The SSRH would then 

determine tariffs based on these submissions and its own research.262 The HMI 

says that it expects stakeholders to “interact freely” within the forum in response 

to presentations made by other stakeholders, but also that submissions would be 

“simultaneous”.263 This process is poorly articulated and is somewhat 

contradictory. FFS Tariffs for prescribed minimum benefits (“PMB’s”) would be 

binding, with no co-payment allowed. Tariffs for non-PMB’s would be based on 

reference prices from which stakeholders could deviate under certain 

circumstances.264 

 Under Proposal 2, the same stakeholders would be involved in a multilateral 

forum where the tariffs would be negotiated within the forum (the “MNF”).265 The 

SSRH would act to facilitate the process. 

 Under both proposals, if stakeholders could not reach agreement, or if the SSRH 

ruled that the tariffs did not conform to the stated framework under Proposal 2, 

an arbitration process would be followed.266 

 The HMI also notes that the current method of determining tariffs is through 

bilateral negotiations between corporate providers and the Funders.267 The HMI 

states that it “wholly supports” these negotiations, as alternative reimbursement 

models (“ARMs”) can only be negotiated bilaterally.268 However, it is not clear 

                                                           
260  Provisional Findings: 10.108. 

261  Provisional Findings: 10.110, 10.110.1 and 10.115. 

262  Provisional Findings: 10.116. 

263  Provisional Findings: 10.110.1 and 10.115. 

264  Provisional Findings: 10.118. 

265  Provisional Findings: 10.123 to 10.127. 

266  Provisional Findings: 10.120 to 10.122 and 10.129. 

267  Provisional Findings: 10.131 

268  Provisional Findings: 10.132. 
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how this fits with Proposal 1 and Proposal 2. It may be that the HMI is proposing 

the continuation of bilateral negotiations. I understand that Prof Fonn indicated at 

the recent HASA conference on 2 October 2018 that Proposals 1 and 2 were not 

applicable to the Facilities, except where bilateral negotiations failed, or could not 

be negotiated.  

 This appears to be inconsistent with what is written in the Provisional Findings. 

However, I understand that Prof Fonn accepted that the Provisional Findings may 

not have clearly articulated the HMI’s views. I have been instructed to assume 

that price regulation recommendations advanced by the HMI (i.e. Proposals 1 and 

2) were intended to apply to the Facilities. In the rest of this section, I provide my 

response to these proposals. 

 The HMI’s framework 

 The HMI stated that the recommendations that it proposes need to be 

“appropriate” and “practical”.269  

 “Appropriate” means that the remedy must be “measured against the harm it 

wishes to address, the effect on the stakeholders involved, and the purpose it 

wishes to achieve... there must be a fit between the recommendations made and 

the harm they wish to address”.270 I understand that this framework is based on a 

ruling in Competition Commission v SAA and others. 

 “Practicality” relates to whether the “recommendations would be practical to 

implement”.271 The HMI explained that it had evaluated the legal and structural 

hurdles to the implementation of its recommendations and how these could be 

addressed. The HMI did not provide details of this evaluation.  

 The HMI also stated that it considered criteria used by the CMA to determine 

remedial action in the UK, noting that the CMA considered “how comprehensively 

the possible remedy options (individually or as a package) address the adverse 

effects on competition and/or the resulting detrimental effects on customers and 

whether they are reasonable and practicable”.272 Similarly, the HMI noted that “it 
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is imperative to ensure that any recommendations made by the HMI do not 

negatively affect the patient, but rather increase benefits to them”.273  

 These factors are consistent with reasonable regulatory practice. However, based 

on the evidence provided, I conclude that the HMI’s recommendations are not 

appropriate or practical for the Facilities. I also find that the HMI has failed to 

apply its own framework. 

The HMI’s recommendations are not appropriate 

 In Appendix 6, I explain that economic price regulation is a remedy that is only 

applied in circumstances where the most egregious forms of market failure are 

found, or situations of natural or statutory monopoly in which there is no 

prospect of economically efficient market entry.274 It is not appropriate to 

regulate markets where there is entry and where there are many firms 

competing. Inappropriate price regulation can lead to the situation where prices 

are set below the cost of new entry. As a result, entry will be discouraged, and 

competition and innovation will be reduced.  

 The Facilities are not a monopoly and there is sufficient competition in the 

market. There are three large Facilities, the NHN and independents in the market. 

There has been significant entry by the NHN and independents.275 Consequently, 

the conditions for price regulation in this case are not met. Notwithstanding this, I 

explain below that: 

(1) prices are not excessive and so the regulation of prices is not required; 

(2) none of the principles that the HMI wishes to achieve can be remedied by 

the proposed price regulations;  

(3) none of the market failures identified can be remedied by the proposed 

price regulations; and 

(4) the HMI’s concerns that prices are inflated due to collective bargaining 

prior to 2004 are unfounded. 

 I note that the CMA inquiry into the private healthcare market in the UK 

considered and then rejected imposing price controls.276 The reasons given for 
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274  Paragraphs A6.1 to A6.8 below. 
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276  Exhibit GH9-9: CMA, Private Healthcare Investigation, Final Report: Summary: 73.  
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this were set out by the CMA in its provisional remedies note. I have previously 

submitted this evidence to the HMI and provide this evidence again in Appendix 6 

below.277 The CMA concluded that in addition to being complex, attempts to 

introduce such a system would run the very significant risk of adverse unintended 

consequences in respect of the quality of care, investment and innovation. 

Price regulation is not appropriate when prices are not excessive 

 The mechanisms proposed under Proposal 1 and Proposal 2 are designed to 

determine appropriate tariffs for Facilities and others. The implication of this must 

be that the HMI is concerned that tariffs are too high. Hence, the remedy is 

designed to lower tariffs.  

 However, the HMI concluded that profits (and hence tariffs) are not excessive, 

stating: “the margins do not appear to be excessive” and “profits of all three 

hospital groups are not excessive per se”.278 In addition, the HMI has not assessed 

whether underlying costs are inefficiently incurred (see Section 8). 

 Consequently, there is no “fit between the recommendations made and the harm 

they wish to address”.279 Hence, it is inappropriate to regulate tariffs through 

either proposal as tariffs are already cost reflective. The CMA noted in the UK that 

attempting to reduce efficient cost-reflective tariffs through a regulatory process 

would lead to significant unintended consequences including leading to 

foreclosure of entry and promoting exit, thus exacerbating the issues that HMI 

seeks to remedy.280 This was despite the CMA’s finding that there was excess 

profitability in the UK private healthcare market.281 The HMI does not consider the 

CMA’s views in this regard, even though they were explicitly and unequivocally 

brought to the HMI’s attention by Netcare.282 

 The CMA’s finding is also supported by EU competition precedent. The Opinion of 

Advocate General Wahl in Biedriba was that it is not appropriate to instigate a 

price regulatory regime unless prices are found to be significantly and persistently 

                                                           
277  Paragraphs A6.9 to A6.10 below. GH5: 3.3. 

278  Provisional Findings: 6.457 and 6.463. 

279  Provisional Findings: 10.11. 

280  Exhibit GH9-9: CMA, Private healthcare market investigation, Final Report: 11.59, and 

12.63 et seq. GH5: 3.3. Ex-GH5-3: 38 onwards. 

281  Exhibit GH9-9: CMA, Private healthcare market investigation, Final Report: 

Summary.6.476. 

282  GH5: Section 3. 
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excessive, which the HMI has not found.283 Advocate General Wahl stated that the 

risk and unintended consequences of false positives was high and could lead to 

the prohibition of pro-competitive conduct leading to poorer outcomes for 

patients. Consequently, the bar for intervention must be high. The HMI 

inappropriately adopts a ‘lower bar’ than the CMA, contrary Advocate General 

Wahl’s opinion.  

None of the HMI’s principles are remedied by price regulation 

 The HMI considered that the information about the cost of private healthcare was 

not readily available, and as a result, it was difficult for Funders and members of 

funds to collect and compare the costs of care amongst providers (what it refers 

to as the ‘tariff vacuum’).284 

 This concern appears to arise from the current system of bilateral negotiations in 

respect of FFS tariffs, which the HMI considers to be a market failure, as they do 

not consider the quality of care or reduce SID.285 The HMI would like to see the 

sector move to ARMs, which consider, inter alia, the quality of care.286  

 The HMI acknowledges that increasing proportions of ARMs can only take place 

under bilateral negotiations.287 Consequently, it appears that the price regulation 

recommendations may only relate to FFS tariffs, although this is not explicitly 

stated. If the HMI’s recommendations are also relevant for ARMs, this will impede 

the HMI’s desire to reduce the prevalence of FFS.  

 The HMI sets out six principles that it claims to have applied when developing its 

recommendations on the future pricing of private healthcare services:288 

(1) ensuring greater access to quality healthcare services by improving 

affordability; 

(2) reducing price uncertainty; 

(3) introducing fixed tariffs for PMBs to manage healthcare expenditure;  

                                                           
283  Exhibit GH9-3: Opinion of Advocate General Wahl, April 2017, Biedriba v Konkurences 

padome, Case C-177/16: 103 to 106. 

284  Provisional Findings: 10.101. 

285  Provisional Findings: 10.103. 

286   Provisional Findings: 10.103 and 10.131. 
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(4) developing systems to facilitate the monitoring, analysis and publication of 

trends in expenditure and health outcomes; 

(5) promoting innovative models of funding and delivery; and 

(6) promoting competition among service providers 

 None of these principles require the regulation of tariffs in the way that the HMI 

has recommended. As prices for the Facilities are not excessive, price regulation 

will not make the system more affordable, innovative, or competitive. In fact, the 

opposite would occur, resulting in market exit and deterring entry.  

 It seems to me that the HMI’s desired outcomes of transparency and reducing 

price uncertainty are best addressed by improved communication and the 

visibility of prices, rather than through price regulation.  

None of the market failures identified can be remedied by price regulation 

 The HMI claims to have identified ten alleged supply-side failures:289  

(1) the market is highly concentrated and each of the three large hospital 

groups has ’must have‘ status in negotiations with funders, reducing the 

countervailing power of the funders; 

(2) a fragmented and poorly-enforced regime for the licensing of facilities; 

(3) the merger regime is not effective at identifying and assessing dominance; 

(4) the supply side regulatory system is fragmented and characterised by poor 

coordination; 

(5) there is poor and inconsistent enforcement of rules by the Health 

Profession’s Council of South Africa; 

(6) a lack of consistent and standardised reporting of health outcomes; 

(7) a lack of transparency on the pricing of healthcare goods and services;  

(8) failure to implement evidence-based guidelines and treatment protocols; 

(9) lack of an effective framework for health resource planning and economic 

value assessments; and 

(10) SID and the predominance of FFS as the primary basis for reimbursement 

for healthcare goods and services. 

 Only the first alleged failure might be remedied by price controls if there is 

evidence of excessive profits/prices. However, there is no evidence of excessive 
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profits/pricing. I understand that Ms Guerin-Calvert has assessed significant flaws 

in the HMI’s concentration analysis and concludes that the market is not 

concentrated, and that concentration is declining.  

The HMI’s concerns that prices are inflated due to collective bargaining prior to 

2004 are unfounded 

 The HMI expresses a concern that the bilateral negotiations between hospitals 

and funders have been “based mainly on inflationary increases on the determined 

National Health Reference Price List”,290 and that prices may not be at competitive 

levels given they were negotiated through a collective bargaining process, which 

was determined by the Competition Commission to amount to anti-competitive 

conduct. However, the HMI accepts that “there is no empirical evidence that the 

coordinated approach to tariff setting prior to 2004 resulted in higher than 

competitive tariffs”.291 Hence, there is an inconsistency in the HMI’s logic. 

 Notwithstanding this inconsistency, the HMI states that “reasonable inferences 

can be drawn”,292 that “the base tariff on which successive inflation adjustments 

have been effected was based on an inherently anticompetitive process, 

characterised by collusion between industry stakeholders”,293 and that although 

“tariff increases are within CPI increases”, if the original tariff was inflated, then a 

CPI increase would only maintain this anti-competitive price level. I disagree with 

this finding for the following reasons: 

 First, the HMI states that there is no evidence that the prices that applied prior to 

2004 were excessive.294 Hence, this is an untested assertion and cannot be relied 

upon.  

 Second, its own analysis from 2006 onwards confirms that tariffs increased by less 

than inflation.  

 Third, the HMI concluded that prices are not excessive (i.e. they must be cost-

reflective).295 If prices are cost reflective, then they cannot include any premium 

relating to previous anti-competitive behaviour. Even if the HMI considers that it 
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was appropriate to draw “reasonable inferences” about a situation that existed 

prior to 2004, its own analysis confirms that situation no longer applies.  

 Fourth, the HMI’s assumption that tariffs are still inflated would imply that 

Funders had no ability to constrain these prices following 2004. This is 

inconsistent with the HMI’s finding that at least Discovery has market power on 

the downstream market.296  

 It is unclear whether the HMI uses this evidence to conclude that bilateral 

negotiations should not continue, although as noted above, the HMI’s views in 

this regard are not clear. If it is, then this conclusion would be unreasonable. As 

explained above, imposing a regulatory burden is not appropriate given the HMI’s 

evidence on profits and prices. 

The HMI’s recommendations are not practical 

 The HMI’s proposals are complex and subject to significant practical challenges. 

Consequently, the HMI’s recommendations fail on the second limb of its 

framework relating to “practicality”. The HMI has provided no evidence to show 

where such approaches have been applied successfully in other sectors in South 

Africa or internationally, or how they would deal with both the complexity of the 

healthcare sector compared to other industries in which economic regulation of 

prices is more common. The HMI has not assessed whether the untested 

recommendations would be successful.  

 I explain below that many of the HMI’s recommendations are poorly explained 

and are likely to prove time consuming and costly. The HMI has not considered: 

(1) the complexity of the price setting process, specifically in healthcare 

relative to other markets; 

(2) the failure of the existing regulatory process and how the new proposed 

process would work;  

(3) the complexity and costliness of the proposed dispute resolution process; 

and 

(4) the complexity and costliness of setting up the SSRH. 

Setting prices is a complex and time-consuming task 

 The HMI does not detail how prices would be set in practice. It says that 

submissions would be made within the MF, with prices then being determined by 

the SSRH or the MNF. No description is provided as to how prices would be 
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determined and what criteria would be applied. No assessment has been made of 

the practicality of these mechanisms or likelihood of success. 

 Normally, tariffs are set in a regulated industry in a cost reflective manner. Tariffs 

need to be designed to ensure that the regulated company can cover incurred 

operating costs, capital costs and generate a return on capital. Regulators may 

also allow regulated companies to generate additional above normal returns on 

the provision that they meet certain targets (e.g. in terms of customer service, 

innovation or to incentivise additional investment).297 Failure to allow firms in a 

regulated market to cover their costs would lead to reduced investment and 

innovation, act to foreclose entry and cause market participants to exit the 

market, which would reduce competition.  

 Price regulation often occurs in industries with a relatively limited number of 

products and where there is a natural or statutory monopoly (e.g. in water, gas 

and electricity transmission and distribution). Even in these industries, with 

limited numbers of products and in more developed markets such as the UK, price 

determinations take a considerable amount of time. For example, a recent 

electricity transmission price control in the UK commenced consultations in 

December 2010 and was concluded in December 2012, a period of two years.298 

This is far longer than the annual process envisaged by the HMI. 

 Regulatory determinations in South Africa can take even longer and have been 

subject to considerable challenges. The practical and procedural difficulties 

experienced historically with developing and implementing the costing 

methodologies needed to establish reference prices within the private healthcare 

sector in South Africa have been summarised in the HMI Report.299 In addition, 

many regulators in South Africa have been criticised for a range of regulatory 

failures, which undermine the HMI’s proposals for price regulation.300 In 

Appendix 8, I provide recent examples of regulatory failure in South Africa, 

including: 
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(1) National Energy Regulator of South Africa’s (“NERSA”) failure to apply an 

appropriate tariff methodology for petroleum loading facilities and storage 

facilities, which ultimately led to prices being increased to excessive levels; 

(2) NERSA’s failure to set a methodology for the maximum prices of piped gas, 

which generated prices above monopoly prices. This led to a dispute that 

has been ongoing since 2013; and 

(3)  Airports Company of South Africa’s (“ACSA”) failure to set airport charges 

at a sustainable level in either of its two most recent price controls, leading 

to significant price volatility and market uncertainty. 

 In each of these cases, the regulatory regimes involved an extremely limited 

number of products (in most cases one), confirming that there is significant 

complexity and difficulty in setting prices even in ‘straightforward’ industries. The 

HMI has not considered South Africa’s poor track record in regulating prices (even 

though it accepts that there have been many cases of other regulatory failures 

within the healthcare market),301 and the additional complexities that would exist 

in a healthcare market that has many different products and tariffs. The Netcare 

tariff list covers approximately 250 different items, the Pathcare website lists 

more than 500 separate tests offered by pathology service providers,302 and there 

are more than 3,200 activity codes identified on the HealthMan website.303 

Regulating prices for so many tariffs would be extremely complex. 

 Whilst the SSRH would need to develop their own views on the appropriate 

methodology for determining tariffs, it would need to be cost-based to ensure the 

market was not detrimentally affected. The HMI has not commented on the 

development, implementation and application of costing methodologies nor 

acknowledged that this can be a lengthy, complex and costly exercise. Different 

stakeholders can legitimately hold divergent views. As a result, the process of 

agreeing upon a methodology to be applied can frequently involve disputes.  

 The CMA in the UK agreed that it would be extremely costly and complex to 

develop, implement and maintain a price regulation process within the private 

healthcare industry. Attempts to introduce such a system would lead to lengthy 

and costly disputes and run the very significant risk of adverse unintended 
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consequences. The HMI has not considered the legitimate concerns of the CMA, 

despite these being explicitly described in previous submissions.304 

The failure of the existing regulatory process and how the new proposed process 

would or could work 

 The HMI has stated that “[t]he overall incomplete regulatory regime can largely be 

attributed to a failure in implementation on the part of regulators and inadequate 

stewardship by the Department of Health over the years. Many of the 

recommendations we have considered are already provided for in current 

legislation but have not been implemented”.305 The HMI has not explained why it 

considers its recommendations will succeed where other regulations have failed, 

and why the proper and complete implementation of these other regulations 

cannot address the market failures it claims to have identified. 

 The HMI has not set out in detail the failures referred to above and has not 

addressed whether there are similar risks with the HMI’s recommendations. The 

HMI has also not explained how an inadequate DoH would supervise the SSRH to 

ensure that its stewardship is adequate. Without an understanding of the past 

regulatory failures and how these could be remedied within the SSRH, the HMI 

risks expending significant resources setting up a regulatory regime that will also 

be ineffective. 

 Much of the information required to set prices is based on confidential cost 

information that will be in the hands of the Facilities and Funders. The HMI has 

not explained if commercially confidential information will be shared between 

stakeholders and if so, how tacit collusion could be prevented.306 Without prior 

access to very detailed information, it is unclear how stakeholders (especially civil 

society and the governmental representatives) would be able to make 

simultaneous submissions on tariffs. This might mean that their submissions 

would not consider the underlying costs of provision. Consequently, any 

submissions are unlikely to be appropriate, which would increase the risk of 

disputes. 

 Even with access to detailed cost information, it is normally difficult for a 

regulator and the regulated company to agree the appropriate price level, pricing 

methodology, pricing inputs and reasonable return. The addition of further parties 

to this assessment with differing access to data, understanding of relevant 

economic principles and opposing objectives will only make the process much 
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more difficult to manage. It is unclear to me how this process could possibly work. 

Hence, the HMI’s proposals are impractical.  

The complexity and costliness of the proposed dispute resolution process  

 The HMI proposed that a mandatory deadlock-breaking mechanism involving an 

independent arbitrator would be introduced in the event tariffs could not be 

agreed between the stakeholders and / or the SSRH.307 The HMI considered that 

this would be a quick process and allow a “a timely conclusion of the process 

ahead of the new benefit year”.308  

 A transparent and independent appeal or challenge mechanism is an important 

part of a robust regulatory regime, particularly where there are perceptions of 

regulatory capture or politicisation.309 However, the HMI has not adequately 

assessed how complex or costly the proposed process would be, nor whether the 

appeal process could work in a sufficiently timely fashion. I have several concerns:  

 First, I am instructed that challenges to regulatory decisions made under the 

terms of the Promotion of Administrative Justice Act may be made up to 180 days 

after the decision.310 This would make it extremely difficult to ensure reviews are 

completed annually. It is unclear how a shorter period could apply in the health 

sector when legislation allows longer periods in other regulated sectors.  

 Second, if there were multiple disputes with multiple stakeholders regarding 

multiple tariffs, it is unclear how this process could possibly be completed as part 

of an annual tariff setting process. 

 Third, in my experience of pricing cases and regulatory disputes, especially those 

in respect of price regulation, cases can take years to resolve and are extremely 

costly. Pricing disputes require legal representation, expert economic advice and 

testimony. In Appendix 8, I provide examples of regulatory disputes in South 

Africa. In addition to these I note the following further examples:  

(1)  Bristol Water appealing its December 2014 regulatory determination. After 

many submissions, hearings and reports, the CMA made a final decision in 

October 2015, 10 months later; 
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(2) a pricing complaint against Sasol Chemical Industries (“SCI”) was made in 

2007. In August 2010, the Commission referred the matter to the 

Competition Tribunal (“CT”). In June 2014, the CT found against SCI. SCI 

appealed the decision to the CAC. In June 2015, the CAC found in favour of 

SCI, one year after the CT’s decision, almost five years after the matter was 

referred to the CT and eight years after the original complaint; and 

(3) the HMI’s own inquiry has been underway since 2013 and it has taken it 

five years and considerable cost to arrive at its Provisional Findings. Given 

this, I consider it unlikely that a detailed understanding of the relevant costs 

and tariffs could be determine on the annual basis, as proposed by the HMI. 

 Such cases are costly both in terms of time and the legal and expert evidence 

required and, in my experience, often last years. The uncertainty and 

unpredictability of regulatory regimes, arbitrariness of decisions and 

unpredictable price paths observed in South Africa heighten financial risk and 

reduce the attractiveness of South Africa as a location in which to invest. This 

increases the required return on capital, which drives up prices.  

 The HMI also proposes that no additional information, other than that submitted, 

can be provided to the arbitrator.311 This may lead to perverse incentives that 

cause the parties to ‘gold-plate’ their submissions to ensure that they are 

adequately covered in case of a dispute. This would act to increase the costs of 

the Facilities. The HMI has not assessed how these costs, and the costs of the 

dispute process more generally, would be recovered. These costs are likely to be 

material and could increase tariffs in the healthcare sector. 

 Smaller independent hospitals may not be able to afford the costs of annual 

submissions, or of appealing decisions, which could lead to anti-competitive 

outcomes, discourage entry and increase the likelihood of exit.  

 In summary, in South Africa and internationally, the process of challenging 

regulatory decisions can take many years because the issues are complex. The 

HMI presents no support for its assumption that the dispute process can work on 

an efficient and timely basis. 

Costs and benefits of the SSRH 

 The HMI provided no information on the likely costs of establishing and operating 

the SSRH or the extent of any perceived benefits that will arise from its creation. 

No cost benefit analysis has been performed to evaluate the lowest net cost or 

the greatest net benefit when compared with other possible interventions to 

address the market failures that the HMI claims to have identified. The lack of 
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such information means that it is not possible to evaluate the potential costs to 

the private healthcare industry. 

 In Appendix 7, I compare the costs, head count and average staff cost of some of 

the other major industry regulators in South Africa and of the Commission.312 This 

indicates that each of these regulators has considerable operating costs, typically 

running into many hundreds of millions of Rands per year. Each regulator requires 

several hundred well paid staff. Monitor, the public-sector healthcare regulator in 

the UK, requires similar staff numbers, indicating that the SSRH would need to be 

of a similar size to that of other regulators.313 

 The HMI has not considered: (1) how it will be funded;314 (2) how the SSRH’s 

independence will be achieved;315 and (3) how it will staff its operations.316  

 I note that staff turnover is high amongst South African regulators and that a high 

number of posts are unfilled.317 The evidence suggests that there is insufficient 

expertise within South Africa to fulfil these roles. The addition of the SSRH will 

only act to exacerbate this problem.  

 Consequently, there is significant uncertainty as to whether the SSRH would be 

able to function as planned. The HMI indicates that it may take five years to fully 

put in place its recommendations, including the establishment of the SSRH as the 

new regulator.318 The private healthcare market may be very different in five 

years’ time and by this point, even if the recommendations were appropriate 

now, this may not be the case by 2023 / 2024. 

Conclusions 

 The Provisional Findings indicate that for Facilities, bilateral negotiations with 

Funders would continue under certain circumstances, otherwise a multilateral 

tariff setting mechanisms under the auspices of a proposed new Supply Side 
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Regulator of Health (“SSRH”) would be used. The HMI puts forward two 

alternative proposals for approaches to the setting of tariffs (¶9.4 to ¶9.9).  

 Under Proposal 1, the SSRH determines tariffs after submissions made to the MF 

and under Proposal 2, tariffs are negotiated between stakeholders for the next 

benefit year in the MNF under a process managed by the SSRH and subject to 

rules to be determined by the SSRH. 

 The HMI’s proposed remedies are in many places vague, contradictory, not clearly 

articulated, and confusing. In the recent HASA conference, Prof Fonn appears to 

have agreed that this is in the case, noting that these proposals will not, in fact, 

apply to the Facilities and are intended for practitioners and other providers, 

except where bilateral negotiations fail. This appears at odds with the statements 

within the Provisional Findings. I further note that Prof Fonn did not provide a 

description of what will constitute a failure of bilateral negotiations. I have been 

instructed to assume that price regulation recommendations advanced by the 

HMI (i.e. Proposals 1 and 2) were intended to apply to the Facilities (¶9.8 to ¶9.9). 

 The HMI accepts that the remedies it proposes need to be “appropriate” and 

“practical”. That is, they must be both proportionate to the harm observed, 

correct the market failure and be practical to implement (¶9.10 to ¶9.14). 

However, I consider that the proposals are not appropriate or practical for the 

following reasons: 

 First, it is conventional wisdom that economic price regulation is a remedy that is 

only applied in circumstances where the most egregious forms of market failure 

are found or situations of natural or statutory monopoly in which there is no 

prospect of economically efficient market entry. The HMI concludes that profits 

(and hence tariffs) are not excessive. Consequently, price regulation would not 

address the competitive concerns identified by the HMI. I note that the CMA 

rejected the introduction of price regulation in the UK even when it found prices 

to be excessive (¶9.15 to ¶9.21). 

 Second, none of the principles or objectives, that the HMI wishes to achieve nor 

any of the market failures that the HMI observes, are remedied by price control 

regulation. The HMI finds that the Facilities are concentrated and, that there are 

inefficient levels of utilisation and SID. However, notwithstanding the fact that 

Netcare’s experts conclude the HMI’s findings regarding these alleged failures are 

incorrect, regulating prices will not lower the levels of utilisation or address issues 

relating to SID (¶9.22 to ¶9.29). 

 Third, the economic evidence indicates that prices are reflective of costs, and that 

there is no evidence that the costs incurred are at an inefficient level. This means 
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that the HMI’s assertions that tariffs may be overstated because of collective 

bargaining prior to 2004 are wrong (¶9.30 to ¶9.36).  

 Fourth, the HMI’s proposals fail to understand that setting prices is a complex and 

time-consuming process, even when there are few tariffs. The HMI has provided 

no evidence to show where such approaches have been applied successfully 

elsewhere, or how they would deal with the complexity of the healthcare sector 

compared to other industries in which economic regulation of prices is more 

common. Based on recent regulatory evidence within South Africa more 

generally, it is unlikely that the recommendations would be successful, even if 

they were appropriate (¶9.37 to ¶9.45).  

 Fifth, the HMI has not explained why it considers its recommendations will 

succeed where other regulations in the healthcare sector have failed nor why the 

proper and complete implementation of these existing regulations could not 

address the market failures it claims to have identified (¶9.46 to ¶9.49). 

 Sixth, the HMI has not considered the complexity, timeliness and costliness of its 

dispute resolution process. The process of challenging regulatory decisions can 

take many years. The HMI presents no support for its assumption that the dispute 

process can work on a cost efficient and timely basis (¶9.50 to ¶9.58). 

 Finally, the HMI provides no evidence to show how the purported and undefined 

benefits of the proposed regulatory pricing regime will outweigh the costs. The 

HMI has not considered the issues other regulators in South Africa currently face. 

These issues include the availability of suitably skilled and experienced staff, 

inadequate funding and regulatory failure (¶9.59 to ¶9.63). 

 I conclude that the HMI’s remedies for the Facilities are inappropriate and 

impractical. 
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Appendix 1  
Unrealised revaluation gains as a proportion of EBIT  

A1.1 In Table 4-1, I showed that a significant proportion of Life’s, Mediclinic’s and 

Netcare’s EBIT (as calculated by KPMG) is comprised of unrealised indexation 

gains. The table below sets out the calculation of the proportion of EBIT that is 

comprised of the unrealised indexation gain for Netcare. I am unable to provide 

my calculations in respect of Mediclinic or Life as my analysis of these Facilities 

was deemed confidential and was not provided to me from the Data Rooms.  

Table A1-1: Netcare’s unrealised revaluation gains as a proportion of EBIT 

Year Revaluation gains EBIT Revaluation gains 
as a % of EBIT 

2006 [redacted] [redacted] [redacted] 

2007 [redacted] [redacted] [redacted] 

2008 [redacted] [redacted] [redacted] 

2009 [redacted] [redacted] [redacted] 

2010 [redacted] [redacted] [redacted] 

2011 [redacted] [redacted] [redacted] 

2012 [redacted] [redacted] [redacted] 

2013 [redacted] [redacted] [redacted] 

2014 [redacted] [redacted] [redacted] 

2015 [redacted] [redacted] [redacted] 

Total [redacted] [redacted] [redacted] 

Source: KPMG Netcare Profitability Analysis: Table 10. 
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Appendix 2  
Update to BER index 

A2.1 In the executive summary and paragraph 4.27 above, I explained that I have 

updated the forecast BER building index data used in my previous reports with 

actual data that was previously unavailable to me. The table below sets out the 

forecast data that I previously used, and the actual data that replaces it (for dates 

prior to June 2013, the data is unchanged). As noted in paragraph 4.27 and as 

shown in Table A2-2 below, the effect of updating these index values has the 

effect of reducing KPMG’s assessment of ROCE by [redacted] percentage points, 

from 18.5% to [redacted]% in isolation.  

Table A2-1: Update to BER data 

Date Previous forecast data Actual data 

Sep 2015 [redacted] [redacted] 

Aug 2015 [redacted] [redacted] 

Jul 2015 [redacted] [redacted] 

Jun 2015 [redacted] [redacted] 

May 2015 [redacted] [redacted] 

Apr 2015 [redacted] [redacted] 

Mar 2015 [redacted] [redacted] 

Feb 2015 [redacted] [redacted] 

Jan 2015 [redacted] [redacted] 

Dec 2014 [redacted] [redacted] 

Nov 2014 [redacted] [redacted] 

Oct 2014 [redacted] [redacted] 

Sep 2014 [redacted] [redacted] 

Aug 2014 [redacted] [redacted] 

Jul 2014 [redacted] [redacted] 

Jun 2014 [redacted] [redacted] 

May 2014 [redacted] [redacted] 

Apr 2014 [redacted] [redacted] 

Mar 2014 [redacted] [redacted] 

Feb 2014 [redacted] [redacted] 

Jan 2014 [redacted] [redacted] 

Dec 2013 [redacted] [redacted] 

Nov 2013 [redacted] [redacted] 
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Date Previous forecast data Actual data 

Oct 2013 [redacted] [redacted] 

Sep 2013 [redacted] [redacted] 

Aug 2013 [redacted] [redacted] 

Jul 2013 [redacted] [redacted] 

Jun 2013 [redacted] [redacted] 

Sources: GH6-1: My Profitability Model (2017), tab ‘Inflation indices’; Exhibit GH9-

12: BER index. 

A2.2 My model can be updated by simply replacing the source data included in tab 

‘Inflation indices’ of the profitability model submitted with my Sixth Report with 

that in the table above. I have also provided an updated model with this 

adjustment made. 

A2.3 In addition, I noted that two further indices were provided by Life, the CPAP 

Haylett Work Group 180 and CPAP Haylett Work Group 181 indices. Adopting 

these indices, rather than the BER index reduce the ROCE significantly as indicated 

in the table below (all are presented on a smoothed basis). The HMI can confirm 

my calculations by substituting the relevant data included in Appendix 4 tab ‘CPAP 

index data’ into the tab ‘Inflation indices’ of the profitability model submitted 

with my Sixth Report.  

Table A2-2: Effect of alternative indices on KPMG’s assessment of Netcare’s 

ROCE (i.e. retaining all other KPMG assumptions) 

 Year CPAP Haylett 
Work Group 181 

CPAP Haylett 
Work Group 180 

BER index 
(updated) 

2006 [redacted] [redacted] [redacted] 

2007 [redacted] [redacted] [redacted] 

2008 [redacted] [redacted] [redacted] 

2009 [redacted] [redacted] [redacted] 

2010 [redacted] [redacted] [redacted] 

2011 [redacted] [redacted] [redacted] 

2012 [redacted] [redacted] [redacted] 

2013 [redacted] [redacted] [redacted] 

2014 [redacted] [redacted] [redacted] 

2015 [redacted] [redacted] [redacted] 

Total [redacted] [redacted] [redacted] 

Source: Appendix 4. 

A2.4 The ROCE is sensitive to the choice of index. All indices appear to be appropriate, 

and KPMG and the HMI have accepted the use of the CPAP Haylett Work Group 

180 and CPAP Haylett Work Group 181 indices for Life. I have previously noted 
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that using PPI or CPI for land and buildings also reduces the ROCE by c. 0.5 

percentage points, indicating that my choice of building index for Netcare is the 

least conservative available (i.e. produces the highest ROCEs).319 

A2.5 This uncertainty should feed into the degree of tolerance that the HMI should 

have considered.  

  

                                                           
319  GH4: 4.18 and GH6: 2.11. 
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Appendix 3  
My calculation of the industry ROCE 

A3.1 In Section 4, I explain that KPMG calculates the industry ROCE by taking a simple 

average of the three Facilities’ ROCEs in each year. This approach biases the ROCE 

as each Facility’s ROCE has equal weight, but the Facilities are different sizes. I 

consider that the industry ROCE should be calculated in aggregate for each year 

by summing the total EBIT of all the Facilities and dividing by total capital 

employed. The tables below show the total EBIT and capital employed in each 

year and calculates the ROCE on a smoothed and unsmoothed basis. 

A3.2 Note that due to confidentiality issues and restrictions on data that I was able to 

extract from the Data Rooms, I am unable to show how I arrive at my aggregated 

figures. However, the figures below are calculated using KPMG’s calculated EBIT 

and capital employed figures (adjusted for updating the BER index data as set out 

in Appendix 2 above). 

Table A3-1: Calculating a weighted smoothed ROCE in each year 

 Year EBIT (smoothed) Capital employed ROCE (smoothed) 

2006 [redacted] [redacted] 22.1% 

2007 [redacted] [redacted] 16.9% 

2008 [redacted] [redacted] 16.6% 

2009 [redacted] [redacted] 19.9% 

2010 [redacted] [redacted] 20.7% 

2011 [redacted] [redacted] 21.2% 

2012 [redacted] [redacted] 21.2% 

2013 [redacted] [redacted] 22.3% 

2014 [redacted] [redacted] 21.2% 

2015 [redacted] [redacted] 22.1% 

Total   20.4% 

Sources: Appendix 4. 
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Table A3-2: Calculating a weighted unsmoothed ROCE in each year 

 Year EBIT (unsmoothed) Capital employed ROCE (unsmoothed) 

2006 [redacted] [redacted] 18.8% 

2007 [redacted] [redacted] 20.8% 

2008 [redacted] [redacted] 19.4% 

2009 [redacted] [redacted] 9.5% 

2010 [redacted] [redacted] 18.0% 

2011 [redacted] [redacted] 20.6% 

2012 [redacted] [redacted] 21.8% 

2013 [redacted] [redacted] 32.0% 

2014 [redacted] [redacted] 23.8% 

2015 [redacted] [redacted] 17.3% 

Total   20.2% 

Sources: Appendix 4. 
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Appendix 4  
My adjustments to KPMG’s ROCE calculation 

Introduction 

A4.1 In Section 5, I set out several inconsistencies in KPMG’s ROCE analysis. Adjusting 

for these inconsistencies has a material effect on both the average ROCE and the 

trend observed. I set out my calculations in respect of these corrections and 

sensitivities in this appendix. These include: 

(1) the calculation of the workforce intangible asset; 

(2) uplifting [redacted]’s asset values to be consistent with [redacted] and 

[redacted]’s; 

(3) adjusting Netcare’s equipment UEL to be consistent with [redacted]’s; 

(4) correcting KPMG’s error in respect of the depreciation profile of Life’s 

equipment; 

(5) inclusion of a cash sensitivity; and 

(6) adjusting [redacted]’s working capital to present it on a consistent basis to 

[redacted] and [redacted]. 

A4.2 This appendix is included as an Excel spreadsheet exhibited to this report. It 

should be noted that due to data room restrictions, I am unable to present my 

calculations in full and can only set out the aggregate effect where calculations 

are in respect of Life and Mediclinic. 
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Appendix 5  
Healthcare inflation statistics 

Introduction 

A5.1 In Section 8, I explained that CPI is a general rate of inflation across the economy, 

which does not provide the rate of inflation that is appropriate for a specific 

subset of the economy, such as hospital services. In Europe hospital inflation was 

c. 1.2 percentage points above CPI. Discovery’s annual statements indicate that 

over the period 2008 to 2015, the difference between healthcare inflation and CPI 

was lower in South Africa than in the UK, i.e. medical inflation is increasing at a 

higher rate above underlying CPI in the UK. I set out my analysis in this regard 

below. 

EU health services index compared to CPI 

A5.2 I have compared CPI data to healthcare inflation. I have extracted the HICP 

(harmonised index of consumer prices, the EU equivalent of CPI) data from 

Eurostat.320 I have then compared this to health services inflation that relates to 

hospitalisation services that include the services of general and specialist 

hospitals. I have extracted index data as at end of September each year (Netcare’s 

year-end) and calculated the compound average growth rate (“CAGR”) over the 

period FY 2005 to FY 2017. 

Table A5-1: Comparison of HICP and EU health services index 

  EU hospital 
services index 

HCIP Difference 

2005 74.66 83.31 
 

2017 104.99 102.34   

CAGR 2.9% 1.7% 1.2% 

Source: as indicated in Excel Appendix 5. 

                                                           
320  Details of extraction set out in Excel Appendix 5. 
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Comparison of South African and UK healthcare inflation to CPI 

A5.3 Eurostat did not have similar data for South Africa. However, Discovery reports 

both UK and South African healthcare inflation data.  

A5.4 I compared the relative levels of healthcare inflation in South Africa and the UK to 

CPI in each country based on the rates of inflation noted by Discovery in their 

annual reports between 2008 to 2015 (the years when such data is reported). This 

indicates that UK healthcare inflation is increasing at a comparatively greater rate 

above CPI than South African healthcare inflation. 

Table A5-2: Comparison of South African medical inflation and CPI 

  SA medical 
inflation 

CPI Difference 

2008 10.0% 11.0% -1.0% 

2009 8.0% 7.1% 0.9% 

2010 8.0% 4.3% 3.7% 

2011 8.0% 5.0% 3.0% 

2012 7.5% 5.6% 1.9% 

2013 7.5% 5.8% 1.7% 

2014 8.3% 6.1% 2.2% 

2015 8.3% 4.6% 3.7% 

Average   2.0% 

Source: Exhibit GH9-13: Excerpts from Discovery Annual Reports, Appendix 5. 
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Table A5-3: Comparison of UK medical inflation and CPI 

  UK medical 
inflation 

CPI Difference 

2008 7.5% 3.6% 3.9% 

2009 7.0% 2.2% 4.8% 

2010 7.0% 3.3% 3.7% 

2011 7.0% 4.5% 2.5% 

2012 7.0% 2.8% 4.2% 

2013 7.0% 2.6% 4.4% 

2014 6.5% 1.5% 5.0% 

2015 6.5% 0.0% 6.5% 

Average   4.4% 

Source: as indicated in Excel Appendix 5. 

A5.5 This indicates that on average South African healthcare inflation is increasing at a 

rate relative to CPI that is less than UK healthcare inflation.  
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Appendix 6  
When is price regulation appropriate? 

Introduction 

A6.1 I consider the general circumstances in which it is accepted that the regulation of 

prices might be appropriate, and when it is inappropriate, specifically by reference 

to the CMA’s findings in respect of the private healthcare market in the UK. 

When price regulation is appropriate 

A6.2 It is conventional wisdom that economic price regulation is a remedy that is only 

applied in circumstances where the most egregious forms of market failure are 

found or situations of natural or statutory monopoly in which there is no prospect 

of economically efficient market entry. 

A6.3 The regulation of prices is a complex, time consuming and costly exercise. Even in 

situations involving gross inefficiency, inflated prices, restricted output, the 

regulation of prices normally only takes place when the problems cannot be 

remedied through ‘lighter-handed methods’. 

A6.4 Netcare has already submitted to the HMI that:321 

“it will only be in the most exceptional of circumstances, where a body 

tasked with competition matters, would suggest that price regulation 

was appropriate in respect of a particular market. It is suggested that 

this type of market is only likely to occur where a firm is regarded as 

‘super dominant’ and which is persistently charging ‘excessive’ prices, in 

circumstances where there is virtually no possibility of that firm’s super-

dominance being eroded. An example might be a statutory monopoly”.  

A6.5 It was also noted in a submission to the HMI that in 14 completed market 

inquiries in the UK, price controls have only been recommended on one occasion, 

                                                           
321  Unterhalter et al, Legal submissions on behalf of Netcare regarding the rights of access to 

healthcare and information in the context of the Health Market Inquiry: 34.4.  
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and that was in circumstances in which such a control was already in place.322 

Consequently, price control regulation is rarely recommended in market inquiries. 

A6.6 Consistent with this, in South Africa, the regulation of prices has typically been 

applied to statutory or geographically defined monopolies such as in the 

electricity transmission, gas, port and airports sectors. The same applies in many 

other countries. 

When is price regulation inappropriate  

A6.7 It is not normal practice to regulate prices in markets that already have multiple 

parties competing against each other (or where there is the real prospect of 

competition emerging). Inappropriate price regulation leads to the introduction of 

a significant risk that prices will be set below the costs of new entry, and as a 

result, entry will be discouraged. Also, the introduction of regulation where there 

was previously none, creates uncertainty. This can stifle investment, reduce 

competition and innovation. This would be contrary to the HMI’s stated aims. 

A6.8 In my experience, the introduction of regulation into sectors where previously 

there has been none would be inconsistent with international trends. There is a 

general trend away from ex-ante price regulation towards the application of ex-

post competition law.  

A6.9 The recent CMA inquiry into the private healthcare market in the UK considered, 

and then rejected, imposing price controls.323 The reasons given for this, which 

were set out by the CMA in a provisional remedies note, have previously been 

submitted to the HMI. The CMA noted that:324 

(1)  it would be very difficult and costly to set up price control regulation, 

whether in the form of a reference tariff or by comparison to charges levied 

by similar hospitals; 

(2) it may be vulnerable to circumvention, in that hospitals subject to such a 

cap would be incentivised to reduce the quality of the service they provide. 

Reducing prices and the inability to remove costs is likely to have a quality 

of service impact; 

(3) it may discourage innovation and the introduction of new and better 

treatments and procedures. This would lead to lower quality over time. In 

                                                           
322  The Regulatory Regime – Impact on Competition and on Costs, 31 October 2014: 43.  

323  Exhibit GH9-9: CMA, Private healthcare market investigation – Final report: 73. 

324  GH5: 3.3. Ex-GH5-3: 38 onwards. 
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addition, the potential filtering through of ideas and techniques from the 

private sector to the public sector would also be affected; 

(4) it would discourage new entry. From a competition perspective, one would 

want to encourage entry into the market, not discourage it; and 

(5) a price control regime would require the provision of some form of 

adjudication in the event of disputes and would be likely to have 

unintended consequences and perverse incentives. 

A6.10 In the UK private healthcare sector tariffs continue to be agreed between 

providers and funders through bilateral negotiations. Although the HMI says that 

it has adopted the framework the CMA applies, it does not appear to have 

considered the CMA’s conclusions in respect of price control regulation.325 

  

                                                           
325  Provisional Findings: 10.13 
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Appendix 7  
Significant uncertainties in the HMI’s recommendations 

Introduction 

A7.1 As discussed in Section 9, there are several areas where the HMI’s 

recommendations are not clear or fully developed. In this Appendix, I set out 

additional issues with the HMI’s recommendations, which may have a material 

impact on the appropriateness and practicality of their recommendations. Given 

the lack of clarity with which the HMI’s recommendations are set out, some of my 

observations take the form of questions or observations that require more 

information from the HMI. I discuss below further issues relating to: 

(1) details of what tariffs the HMI intends to include in its assessment; 

(2) what stakeholders will be involved;  

(3) the timetable of the process;  

(4) the dispute resolution process; and  

(5) the creation of the SSRH. 

What tariffs? 

A7.2 The HMI has not clearly stated whether the FFS tariffs will be covered by the 

multilateral process. The HMI has only explained that the tariffs related to 

(current) PMBs will be binding and the other (non-PMB) services will have the 

status of reference prices.326 This issue is important because the scope of 

regulation will drive the complexity of the process and this is directly linked to 

whether the recommendations are appropriate, proportional and practical.327 

Important issues that have not been discussed or evaluated include the following. 

(1) Is the HMI proposing that tariffs should be set for every item a hospital 

charges a price (e.g. the Netcare tariff list covers approximately 250 

                                                           
326  Provisional Findings: 10.117, 10.118 and 10.128. 

327  Provisional Findings: 10.110, 10.117, 10.118 and 10.128. 
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different items), for each test offered by a pathology service provider (e.g. 

the Pathcare website lists more than 500 separate tests)328 or for each of 

the activity codes used by the different branches of medicine (e.g. there are 

more than 3,200 identified on the HealthMan website)?329  

(2) Is the HMI envisaging a process under which each of these tariffs is 

considered separately and in detail each year?  

(3) Will tariffs be determined at a national level or a geographical level? The 

latter approach increases complexity but has the benefit of allowing 

hospital groups to set prices that more closely reflect company specific 

costs such as land and buildings, which vary by location.330 The HMI does 

not comment on whether there should be multiple tariffs for medical 

practitioners to reflect differences in qualifications, seniority and 

experience. 

Stakeholders 

A7.3 The HMI’s proposals are unclear on how the many stakeholders will be involved in 

the process and what their roles will be. This issue is important because the 

number of stakeholders will drive the complexity and size of the process and this 

is directly linked to the question of whether the recommendations are 

appropriate, proportional and practical. Important issues that have not been 

discussed or evaluated include the following: 

(1) How will the hospital groups be represented? Will each group be 

represented separately, will the three large groups have individual 

representation with some form of collective representation for the smaller 

groups, or will there be some form of collective representation?  

(2) How will the many different branches of medicine, for example general 

practitioners, oncologists, cardiologists and physiotherapists, be 

represented? 

(3) How will the HMI include representatives of civil society?331 The HMI is 

silent on how civil society is to be represented, how representatives will be 

                                                           
328  https://www.pathcare.co.za/feelookups/. 

329  http://www.healthman.co.za/Tariffs/Tariffs2018. 

330  Within the NHS in the UK, national tariffs in the public health are adjusted via a ‘market 

forces multiplier’ to take account of geographically specific exogenous cost factors such as 

differences in land and labour costs. 

331  Provisional Findings: 10.110.1. 

https://www.pathcare.co.za/feelookups/
http://www.healthman.co.za/Tariffs/Tariffs2018


15 October 2018 
Non-confidential version 

Report of Greg Harman dated 15 October 2018 | 127 

selected, and how they will be trained in the complexities of price 

regulation and the sector. 

(4) What role will the representatives of civil society have, and will this differ 

between Proposal 1 and Proposal 2? Within the MF and MNF, does the HMI 

envisage that the civil society groups would be making their own 

representations to the SSRH, and if so, how would they have access to the 

relevant data that would allow them to make meaningful and informed 

contributions? The MNF is a negotiation intended to reach an agreement 

on how much the funders will pay to the providers. The HMI has not 

explained the role to be played by representatives of civil society in 

negotiating the contractual terms of agreements to which they will not be a 

party. 

(5) The HMI has proposed that government should be represented in the MF 

and MNF. The HMI has not explained why the involvement of government 

is appropriate, how government will be represented, whether such 

representation would include all spheres of government (national, 

provincial and local) and what role government should play under each of 

Proposal 1 and Proposal 2.  

A7.4 Given the lack of detail provided by the HMI, it is not possible to comprehensively 

evaluate whether the proposals are in any form appropriate or practicable. 

However, the HMI appears to be proposing approaches that will necessarily 

involve a significant number of different parties. This will make managing the 

process complex and costly. 

Timetable 

A7.5 The HMI has not provided any details on how the process would operate (e.g. a 

step-by-step guide) and the time allowed for each stage in the process. Important 

issues that have not been discussed or evaluated include the following. 

(1) The HMI does not appear to have taken into consideration the length of 

time it normally takes to set tariffs in other regulated sectors in South Africa 

and internationally. In my experience, it takes a long period of time to set 

regulated prices. For example, in the gas industry in South Africa 

consultations on the methodology by which maximum gas prices should be 

determined began in 2010 and it was only in 2013 that the first set of prices 

under this regime were approved by the regulator. However, this 

methodology and the associated prices have been the subject of dispute 

ever since. In many other regulated sectors, the number of prices that are 
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regulated is lower than the private healthcare industry and the financial, 

economic and policy issues are often less complex.  

(2) The process for challenging regulatory decisions in other sectors can extend 

the determination period by several years.332 The HMI does not explain 

what would happen to prices if prices could not be finalised ahead of the 

start of a new benefit year. 

(3) The HMI has not assessed the feasibility of setting prices on an annual basis. 

Setting regulated prices annually is uncommon in other sectors in South 

Africa (e.g. electricity, gas, airports) and internationally (e.g. often prices are 

set for 3 to 5 years). In the UK price setting within the NHS used to be 

undertaken on an annual basis. Since 2017 tariffs have been set to cover 

periods of two years. The NHS reasoned that this extension would provide 

stability and certainty to support long-term planning and investment and 

would also remove the need for a separate consultation for the second 

year. 

A7.6 Given the lack of detail provided by the HMI it is unclear how the regulated tariff 

setting process would be performed and over what timeframe. Despite this lack of 

clarity, it appears what the HMI is seeking to put in place are processes that 

involve extensive stakeholder engagement in a complex industry, in which 

extensive analysis will be needed. I do not think this would be possible to perform 

this exercise on an annual basis. I note that the market inquiry has so far taken 

approximately five years. This suggests that the HMI is being overly optimistic in 

its view that its recommendations can be administered on an annual basis. 

The dispute resolution process 

A7.7 The HMI’s proposals regarding the dispute resolution process are not well 

developed and there are several uncertainties or areas that are unclear in terms 

of the initiation and scope of the dispute resolution process, the appointment of 

the arbitrator, the arbitration process and rules and timetable. 

                                                           
332  For example, the maximum gas price tariffs for Sasol Gas which were to apply from March 

2014 were approved by NERSA in March 2013 and have been the subject of a dispute 

since October 2013. In May 2018 the Supreme Court of Appeal determined that the 

approval of the tariffs was irrational. The matter has been referred to NERSA and 

accordingly the appropriate tariffs to apply from March 2014 until 30 June 2017 remain 

unknown. 
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Initiation and scope of arbitration 

A7.8 The HMI does not provide sufficient detail on when, by who and in what 

circumstances the arbitration process could be triggered. I note the following: 

(1) I am instructed that challenges to regulatory decisions made under the 

terms of the Promotion of Administrative Justice Act may be made up to 

180 days after the decision.333 It would not be possible to allow such a long 

period in the private health sector if there was a requirement that the 

reviews should be completed annually. It is unclear how a shorter period 

could apply in the health sector when legislation allows longer periods in 

other regulated sectors.  

(2) The HMI suggests that all stakeholders should have the right to refer a 

matter to arbitration. The HMI has not explained how this would be 

efficient and appropriate.  

(3) The HMI is unclear if there will be limits on what can be referred to 

arbitration. For example, in extremis, could an eligible stakeholder refer the 

tariff for a single, rare and low-cost activity by a practitioner group to 

arbitration?  

(4) If the referral relates to a single price or a subset of prices, would the 

arbitrator’s remit be restricted to the disputed tariffs and the undisputed 

prices be implemented? In my opinion, all tariffs would need to be 

reviewed. This is because Facilities would need to be allowed a reasonable 

return across all services. Hence, if one tariff was disputed, all the 

remaining tariffs would need to be adjusted to ensure the Facility earned a 

reasonable return. This potentially makes arbitrations very large in scope 

and nature. 

(5) If there were multiple disputes, will these have separate arbitration 

proceedings, or will the matters be consolidated? If the proceedings are to 

be separate, would each matter be assigned a different arbitrator? 

Alternatively, if there was to be consolidation, how would this be 

accommodated within the timetable allowed for the arbitration process, 

given the additional work required of the same arbitrator? 

A7.9 In summary, the proposed arbitration process does not appear to be practical. 

                                                           
333  Exhibit GH9-11: Promotion of Administrative Justice Act No 3 of 2000, Section 7. 
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Appointment and payment of the arbitrator 

A7.10 The HMI has not provided details about the appointment of the arbitrator. This 

raises important questions: 

(1) Why is the HMI recommending a sole arbitrator rather than, for example, a 

panel of three arbitrators?  

(2) Who will be responsible for the selection of the arbitrator? If tariffs have 

been determined by the SSRH, will the SSRH be a party to the appeal? This 

may raise a conflict of interest, if the SSRH had a role in the selection of an 

arbitrator. 

(3) Would stakeholders be involved in the selection of an arbitrator? 

(4) Will there be a pre-approved list from which arbitrators may be appointed?  

(5) Can the appointment of an arbitrator be challenged, and if so when and by 

who and on what grounds? Who would adjudicate such challenges? 

(6) The arbitrations are likely to involve complex issues requiring medical, 

accounting, economic, statistical and other expertise. Will the arbitrators 

have their own panel of experts? The need for such experts on an annual 

basis means that the appeal process would be costly. 

A7.11 The fact that negotiations and price setting will be multiparty, and that there will 

be a divergence of views, disputes are likely to be common. It will not be possible 

to appease all parties under such a framework. These disputes are likely to be 

large because excessive pricing cases are difficult and require expert evidence. 

The evaluation of prices within the private healthcare system is harder still, and 

therefore such a process will likely be even more costly and time consuming.  

Arbitration process and rules 

A7.12 It is unclear what rules will apply to the conduct of the arbitration. For example, 

would the arbitration be governed by the rules of the Arbitration Foundation of 

Southern Africa? If the HMI envisages that a bespoke set of rules should apply, 

who will be responsible for developing these, how long will this take and what are 

the cost implications? 

Timetable 

A7.13 The HMI has not provided any details of the timetable it envisages applying for 

the arbitration process and how this fits in with the wider annual price setting 
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process. This is particularly surprising given the HMI notes the need for “timely 

conclusion of the process ahead of a new benefit year”.334 

A7.14 Each year the Council for Medical Schemes publishes a circular informing medical 

schemes of the dates by which the schemes must submit to the CMS for approval 

any proposed changes to benefits and contributions that will apply from the start 

of the following benefit year. These notifications are due by 1 October each year 

(i.e. three months before they come into effect). In the case of new benefit 

options, these must be notified to the CMS by 1 September each year (i.e. four 

months before they come into effect).335 To meet these deadlines, the process 

envisaged by the HMI, including the resolution of any disputes, by the end of 

August or potentially the end of September each year. The HMI has not explained 

how this might be possible.  

A7.15 In South Africa and internationally, the process of challenging regulatory decisions 

can take many years as these typically involve complex issues. It is not clear on 

what basis, and by reference to what examples, the HMI envisages that the 

resolution of disputes can be done quickly. In my experience, the resolution of 

disputes in a regulatory context are complex and often take considerable periods 

of time. 

Creation of the SSRH 

A7.16 The HMI has proposed the establishment of a new regulator, the SSRH, in which 

to house the functions associated with the regulation of the private health care 

sector within South Africa. The HMI has not discussed how the SSRH would 

maintain independence, the process and timing of the establishment of the SSRH, 

the SSRH’s role in arbitrations and bilateral negotiations, the costs and benefits of 

the SSRH, its funding and staffing. I discuss each of these below. 

Independence 

A7.17 The HMI has suggested that the SSRH should be established as an independent 

body whose independence is confirmed in legislation. This is consistent with 

international best practice. However, the HMI proposed that the governing body 

should be appointed by the Minister,336 which I assume to be the Minister of 

                                                           
334  Provisional Findings: 10.120. 

335  Exhibit GH9-15: CMS, Guidance on benefit changes and contribution increases for 2019: 

8.12. 

336  Provisional Findings: 10.139. 
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Health.337 This is likely to reduce public perceptions of the independence of the 

regulator. 

A7.18 To the extent that the public-sector healthcare system is a customer of the private 

sector healthcare system and the two sectors are to work alongside each other in 

helping to deliver NHI, the DoH has a vested interest in the outcome of regulatory 

decisions, particularly those in which the SSRH determines tariffs. 

A7.19 The Minister of Health would appear to have a conflict of interest if he/she were 

to appoint the leadership of the regulator responsible for determining or 

approving tariffs as well as being a party to the multilateral price setting process 

through the DoH. There would be greater independence if the appointments to 

the governing body of the SSRH were made by an independent panel or by a 

minister in a non-sectoral department.338 

Process and timing 

A7.20 The HMI has provided very little detail about the process by which the SSRH 

would be established apart from explaining that it could be established through 

the National Health Act (Act 61 of 2003) and that the objective should be to have 

the SSRH “functional within five years of publication of the final inquiry report”.339  

A7.21 The lack of detail about the process for establishing the SSRH (and how it should 

be funded) contrasts starkly with the details of the phased process by which the 

proposed Outcome Measurement and Reporting Organisation (“OMRO”) will be 

established. With respect to the OMRO, the HMI considers evidence from similar 

bodies in other jurisdictions, considers alternatives and explains the reasoning for 

its specific recommendations as well as its funding.340 It fails to do so in respect of 

the SSRH. 

                                                           
337  The HMI proposed that the Minister of Health should appoint the board members of 

OMRO following a public nomination process. Provisional Findings: 10.169. 

338  Exhibit GH9-10: The impact of economic regulation on the performance of South Africa 

State Owned Enterprises, page 21. Here it is stated that regulator appointments “… should 

NOT be managed by policy/line departments … should be managed by a non-sectoral 

department and the appointment made by this minister”. 

339  Provisional Findings: 10.138. 

340  Provisional Findings: 9.63 to 9.106. 



15 October 2018 
Non-confidential version 

Report of Greg Harman dated 15 October 2018 | 133 

Role in bilateral negotiations 

A7.22 The HMI report sets out a proposed organisational structure for the SSRH.341 This 

shows “Bilateral Funder/Supplier Negotiations” as sitting within the “Health 

Services Pricing Unit”. It is not explained what role the HMI envisages the SSRH 

playing in bilateral negotiations. 

Role in arbitration 

A7.23 The HMI suggests that the “Independent Arbitration” will fall within the “Health 

Services Pricing Unit” of the SSRH.342 The HMI has not explained what role the 

SSRH would play in the independent arbitration process. This is particularly 

important given that the SSRH may be a party to the dispute, which is the subject 

of the arbitration and accordingly would appear to have a potential conflict of 

interest. 

Costs and benefits of the SSRH 

A7.24 The HMI has provided no information on the likely costs of establishing and 

operating the SSRH or the extent of any perceived benefits which will arise from 

its creation. No cost benefit analysis has been performed to evaluate the lowest 

net cost or the greatest net benefit when compared with other possible 

interventions to address the market failures that the HMI claims. 

A7.25 I set out in the tables below the annual operating expenses, headcount and 

average staff cost of some of the other major industry regulators in South Africa 

and for the Competition Commission. 

Table A7-1: Operating expenses of SA regulators, ZAR '000s 

 2013 2014 2015 2016 2017 

ICASA  321,441   324,824   337,293   369,531   411,920  

NERSA  192,545   222,054   244,824   255,724   266,758  

FSB  547,285   514,351   564,730   649,737   693,799  

Commission  172,312   196,320   221,008   295,061   365,572  

NCR  106,464   117,148   112,942   107,796   113,529  

Sources: Exhibit GH9-16: Excerpts from regulators annual reports 2013-2017. 

                                                           
341  Provisional Findings: Figure 10.1 

342  Provisional Findings: Figure 10. 
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Table A7-2: Headcount of SA regulators 

 2013 2014 2015 2016 2017 

ICASA  346   330   316   353   357  

NERSA  159   171   167   166   166  

FSB  511   511   519   542   572  

Commission  168   159   186   197   208  

NCR  122   135   153   155   148  

Sources: Exhibit GH9-16: Excerpts from regulators annual reports 2013-2017. 

Table A7-3: Average staff costs per person of SA regulators, ZAR 

 2013 2014 2015 2016 2017 

ICASA  535,458   583,548   567,752   583,398   665,717  

NERSA  662,000   617,000   563,700   631,000   701,767  

FSB  590,014   656,359   667,000   628,000   600,000  

Commission  611,881   710,742   711,753   730,208   779,418  

NCR  445,400   425,906   445,457   466,239   473,791  

Sources: Exhibit GH9-16: Excerpts from regulators annual reports 2013-2017. 

A7.26 It is clear from these tables that each of the regulatory agencies are sizeable 

organisations, with large operating budgets that employ, on average, relatively 

highly paid staff. 

A7.27 The table below shows similar information for Monitor, the public-sector 

healthcare regulator in the UK. 

Table A7-4: Monitor HR Information, costs in ZAR ‘000s 

 2010 2011 2012 2013 2014 2015 2016 

Headcount 107 148 181 299 424 464 569 

Staff costs  112,620   119,822   165,207   307,314   536,510   702,875   1,020,433  

Expenditure  195,285   165,225   184,489   574,044   1,031,501   1,287,140   1,376,649  

Notes: Financial year end in March, currency values converted at average rate 

over relevant FY. Sources: Exhibit GH9-17: Excepts from Monitor Annual report 

and accounts 2010/11 – 2015/16. 
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A7.28 Monitor’s headcount grew from 107 employees in 2010 to 569 employees in 

2016. The key driver of the increase over this period was the widening of 

Monitor’s responsibilities due to the Health and Social Care Act 2012. One of 

these new responsibilities was pricing for NHS services through national tariffs. To 

fulfil this role Monitor needed to recruit staff with appropriate pricing expertise. 

A7.29 It is unclear what the cost will be to establish and operate the SSRH and the 

impact this will have on the industry. The evidence from other regulators in South 

Africa and the experience of Monitor in the UK, suggest that these costs are likely 

to be significant. 

Funding of SSRH 

A7.30 The HMI has not explained how it proposes the SSRH would be funded. Within 

South Africa there is a range of different models for funding sector regulators and 

similar bodies. Some regulators, such as Independent Communications Authority 

of South Africa (“ICASA”) and the Ports Regulator of South Africa (“PRSA”) are 

funded by direct state funding. Others, such as NERSA and the Financial Services 

Board (“FSB”) are funded through levies or fees paid by industry participants and 

those making use of the services provided by the regulator. There are also bodies 

including the Commission and National Credit Regulator (“NCR”) which are 

funded through a combination of these mechanisms. 

A7.31 If it is proposed that some, or all of the funding for the SSRH is to come from the 

state, it is important that this does not impinge on its independence. For example, 

it may be appropriate to ensure that the funding is not controlled by the DoH.343 

A7.32 Consideration will need to be given to the practicality and cost associated with 

generating revenues from industry participants in a way which is acceptable and 

equitable. While it may be relatively easy to identify health schemes, hospital 

groups and other corporate providers, the situation is very different when it 

comes to medical practitioners. As the HMI notes, no central registry of medical 

practitioners exists.344 Until such a registry exists, it will be difficult to implement 

an effective system for invoicing all practitioners. 

Staffing the SSRH 

A7.33 The proposed scope of the SSRH’s mandate is wide. Each area of its operations is 

highly specialised and will require the recruitment and retention of suitably 

                                                           
343  The importance of independent funding of regulators has been noted by the author of a 

report produced for the Presidential State Owned Enterprises Review Committee, Exhibit 

GH9-10: The impact of economic regulation on the performance of South Africa State 

Owned Enterprises, page 20. 

344  Provisional Findings: 7.15. 
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qualified and experienced individuals. The HMI has not provided any details of 

where the SSRH will be able to recruit the relevant individuals within South Africa. 

A7.34 The availability of suitably qualified individuals to work for regulators in South 

Africa and the ability of the regulators to retain experienced staff has been 

recognised by regulators and commentators as a serious issue, which has 

adversely affected the ability of regulators to fulfil their mandates and a factor 

contributing to poor and inconsistent regulatory decisions. 

A7.35 The tables below show the levels of staff turnover at various South African 

regulators and the extent to which approved posts at these organisations have 

been unfilled in recent years. 

Table A7-5: Staff turnover of total employed, % 

 2013 2014 2015 2016 2017 

ICASA  10.0% 16.8% 9.9% 7.8% 

NERSA 10.1% 8.2% 5.4% 20.5% 7.8% 

FSB 11.2%  15.6% 11.8% 8.6% 

Commission 17.3% 27.0% 15.1% 10.7% 15.4% 

NCR 9.0% 8.0% 9.8% 11.6% 18.2% 

Sources: Exhibit GH9-16: Excerpts from regulators annual reports 2013-2017. 

Table A7-6: Approved staff posts unfulfilled, % 

 2013 2014 2015 2016 2017 

ICASA  17.1% 20.2% 9.3% 7.8% 

NERSA 11.6% 5.0% 7.2% 7.8% 10.8% 

FSB  9.0% 10.7% 11.3% 8.3% 

Commission      

NCR   9.5% 16.7% 21.7% 

Sources: Exhibit GH9-16: Excerpts from regulators annual reports 2013-2017. 

A7.36 The tables show significant, and frequently volatile, staff turnover rates. In all 

years each of the regulatory bodies has had a significant number of staff posts 

unfilled. The staff shortages limit the ability of the institutions to fulfil their 

mandate in the short term. High levels of staff turnover can have a much more 

significant long-term impact of the capabilities of regulators owing to the loss of 
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institutional memory and can be a major contributor to issues such as the 

inconsistency and unpredictability of decisions. 

A7.37 Regulators in South Africa have recognised the importance of recruiting and 

retaining suitably qualified staff. In NERSA’s last three annual reports, the energy 

regulator has stated that it “faces stiff competition in a difficult market in terms of 

attracting and retaining scarce and critical skills” and that “the retention of these 

critical and scarce skills against competitors, particularly the regulated entities, 

remains a challenge”345. NERSA has consistently identified “[c]ritical skills 

attraction and retention” as the top risk on its strategic risk register.346 

A7.38 The issue of the inadequate supply of suitably qualified and experienced 

individuals to staff regulatory organisations in South Africa is not new. In 2003 an 

investigation into Administered Prices commissioned by National Treasury 

identified that ICASA did not have the necessary technical capability and 

resources to carry out the complex analysis needed to evaluate telecoms 

operators cost models and cost-reflective prices.347 A more recent study noted 

that “regulators are often under resourced” and that “South Africa suffers from a 

dearth of teaching and research capacity on the field of regulatory and 

infrastructure economics”.348 

A7.39 In countries in which there is a longer history of economic regulation it frequently 

proves difficult to recruit and retain the appropriate individuals needed for a 

regulatory agency to be both efficient and effective. In industries in which very 

specialised knowledge is required, such as healthcare, this problem can be 

particularly acute. In the UK, in 2014, the House of Commons Public Accounts 

Committee report on the healthcare regulator for the public sector, noted that 

Monitor’s staff lacked operational experience or understanding of clinical issues 

and this damaged the organisations credibility as well as effectiveness.349 It was 

                                                           
345  Exhibit GH9-18: NERSA Annual Report 2016/17, page 114. 

346  Exhibit GH9-18: NERSA Annual Report 2016/17, page 104. 

347  Exhibit GH9-19: Administered Prices, Executive Report, A report for National Treasury, 

Storer and Teljeur, 2003. 

348  Exhibit GH9-10: The impact of economic regulation on the performance of South Africa 

State Owned Enterprises, page 18. 

349  Exhibit GH9-20: House of Commons Committee of Public Accounts, Monitor; regulating 

NHS Foundation Trusts, Fourth Report of Session 2014-15: page 12, para 14. 
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noted that it was particularly difficult to attract senior staff as these could 

typically earn more working within the public sector health system.350 

A7.40 The HMI has not considered how the SSRH will be able to recruit the necessary 

staff nor how it will seek to retain these individuals and build institutional 

knowledge. The evidence from other sectors in South Africa and internationally 

suggests that the SSRH will face significant challenges in these areas. The HMI has 

also not considered the possible consequences of the SSRH being unable to 

attract and retain suitably qualified individuals and the risk that poorly designed 

or implemented regulation will do more harm than good. 

 

  

                                                           
350  Exhibit GH9-20: House of Commons Committee of Public Accounts, Monitor; regulating 

NHS Foundation Trusts, Fourth Report of Session 2014-15: 14. 
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Appendix 8  
Regulatory case studies 

 

Introduction 

A8.1 In recent years there have been several examples of significant regulatory failures 

in South Africa. In this appendix, I set out issues with the South African regulation, 

which were identified in the Presidential State Owned Enterprises Review in 2011. 

I then consider three examples of regulatory failure. 

Presidential State Owned Enterprises Review 

A8.2 A study undertaken in 2011 for the Presidential State Owned Enterprises Review 

Committee investigated the most pressing cross sectoral economic regulation 

issues in South Africa. It noted, inter alia:351 

(1) the need for “regulatory independence”; 

(2) that there should be “effective regulatory accountability”; 

(3)  “stakeholders must not perceive a risk of being penalised for using system 

(e.g. appealing, etc.)”; 

(4)  “regulatory frameworks are developed on an ad hoc basis and are often 

inconsistent”; 

(5)  “regulatory decisions are sometimes unpredictable, arbitrary or of poor 

quality”; 

(6)  “tariff increases are often unavoidably high, but still insufficient”; 

(7)  “tariffs that are too high but paradoxically not cost reflective”; 

(8)  “regulators do not have adequate oversight of cost drivers”; 

(9)  “unpredictable price paths”; 

                                                           
351  Exhibit GH9-10: The impact of economic regulation on the performance of South Africa 

State Owned Enterprises, pages 10 to 18. 
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(10)  “incomplete regulatory and policy frameworks”; 

(11)  “inexperienced or under resourced regulators”; 

(12)  “inappropriate regulatory methodologies”; 

(13)  “the finalisation of policy and regulatory frameworks is often the subject of 

inordinate delays”; and 

(14)  “regulatory independence and capacity is compromised by the nature of 

appointments”. 

A8.3 These comments do not reflect well on the independence, resourcing and 

expertise of sector regulators in South Africa. These types of weaknesses, 

particularly in relation to the uncertainty and unpredictability of the regulatory 

regime, the arbitrariness of decisions and unpredictable price paths, are seen by 

investors as heightening the risk and reducing the attractiveness of South Africa as 

a location in which to invest. This increases the required return on capital, thereby 

driving up prices.  

A8.4 The comments on the lack of cost reflectiveness and the apparent unwillingness 

to increase prices to levels that cover costs are also a considerable concern. If 

regulated prices are set at levels lower than those prevailing before regulatory 

intervention (noting that these prices have not been found to be excessive), this 

will result in private sector firms withdrawing from the market, reducing 

investment and the scope for innovation. 

Case study 1 - NERSA - Tariff Methodology for Petroleum Loading Facilities and 

Storage Facilities. 

A8.5 One of NERSA’s mandated functions under the Petrol Pipelines Act 2003 is to set 

tariffs for: (1) the operation of petroleum pipelines; and (2) for the operation of 

loading and storage facilities.352 NERSA has published four versions of its tariff 

methodology for these facilities. 

A8.6 In 2015, to align the approach to setting tariffs for petroleum storage and loading 

facilities with the Department of Energy’s practice for regulating fuel prices while 

also simplifying the process for setting tariffs, NERSA decided to replace Version 2 

of the methodology, which had been in operation since 2011, with Version 3. This 

                                                           
352  See, for example www.nersa.org.za. 
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version, which came into effect in March 2016, incorporated the use of standard 

cost data.353 

A8.7 After monitoring the outcomes of tariffs prepared under Version 3, NERSA 

identified that the standard costs to be applied under Version 3 overstated asset 

values, and the fixed allowance per litre for operating costs did not reflect the 

variability of these costs with the scale of the facility. NERSA concluded it was 

impossible to ensure efficient operation of petroleum storage and loading 

facilities while the regulated asset base, operating costs, and volumes were based 

on standard variables and not actual costs incurred.354  

A8.8 With the new regulations in place for less than a year, NERSA noted in its 2016/17 

Annual Report that that a process of revising Version 3 of the methodology had 

been initiated, and that in the interim the applicable methodology would revert to 

Version 2.355 

A8.9 In August 2017, NERSA officially replaced Version 3 of the methodology with 

Version 4. In its Reason for Decision document, NERSA described Version 4 as 

being “identical to Version 2”.356 

A8.10 Such frequent changes of methodology introduce regulatory uncertainty for 

investors and may serve to reduce or deter investment. In this case the new 

methodology had the effect of increasing prices to levels which the regulator 

determined were inconsistent with its duties. 

Case Study 2 - NERSA – Methodology for setting maximum prices of piped gas 

A8.11 One of NERSA's functions is to regulate the piped-gas industry in South Africa. 

Sasol Gas Limited (“Sasol Gas”), another wholly-owned subsidiary company of 

Sasol Limited, is the major supplier of piped gas in the country. It was agreed 

between Sasol Gas and the government that to compensate it for its investment 

in the gas fields in Mozambique and the pipeline to bring the gas to South Africa, 

Sasol Gas would be exempt from regulation under the terms of the Gas Act for a 

                                                           
353  Exhibit GH9-21: NERSA, Reason for Decision: Approval of the Tariff Methodology for 

Petroleum Loading Facilities and Storage Facilities, 27 August 2017: 4 

354  Exhibit GH9-21: NERSA, Reason for Decision: Approval of the Tariff Methodology for 

Petroleum Loading Facilities and Storage Facilities, 27 August 2017: 7 

355  Exhibit GH9-22: NERSA, Annual Report 2016/17: page 42  

356  Exhibit GH9-21: NERSA, Reason for Decision: Approval of the Tariff Methodology for 

Petroleum Loading Facilities and Storage Facilities, 27 August 2017: 10 
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period of 10 years from the date on which the first gas was received from 

Mozambique. During this period Sasol Gas would be allowed to charge monopoly 

prices.357  

A8.12 As a result, it was only with effect from 26 March 2014 that Sasol Gas’ prices first 

became subject to NERSA’s regulation.358 In October 2010, NERSA published a 

consultation document on the regulation of gas prices. This was followed by a 

draft methodology in June 2011. In October 2011, NERSA published a final 

methodology, followed by the reasons for its decision in November 2011359. In 

December 2012, Sasol Gas filed applications for maximum gas prices calculated in 

accordance with this methodology. In March 2013, NERSA made a final 

determination on the price applications and in April 2013 published its reasons for 

doing so.360 

A8.13 In October 2013, a group of large gas users applied to have the approval of the 

new prices set aside because new prices were higher than had prevailed 

previously, despite the objective of the pricing methodology to monopoly 

prices.361 The matter has been the subject of legal proceedings ever since, the 

most recent being in the Supreme Court of Appeal. In its recent judgment, the 

Court noted:362 

                                                           
357  Exhibit GH9-23: The Supreme Court of Appeal of South Africa judgement, PG Group & 

others v NERSA (150/2017) [2018] ZASCA 56 (10 May 2018):5 - 7. 

358  Exhibit GH9-23: The Supreme Court of Appeal of South Africa judgement, PG Group & 

others v NERSA (150/2017) [2018] ZASCA 56 (10 May 2018):10. 

359  Exhibit GH9-23: The Supreme Court of Appeal of South Africa judgement, PG Group & 

others v NERSA (150/2017) [2018] ZASCA 56 (10 May 2018): 13. 

360  Exhibit GH9-23: The Supreme Court of Appeal of South Africa judgement, PG Group & 

others v NERSA (150/2017) [2018] ZASCA 56 (10 May 2018): 23. 

361  Exhibit GH9-23: The Supreme Court of Appeal of South Africa judgement, PG Group & 

others v NERSA (150/2017) [2018] ZASCA 56 (10 May 2018): 29. 

362  Exhibit GH9-23: The Supreme Court of Appeal of South Africa judgement, PG Group & 

others v NERSA (150/2017) [2018] ZASCA 56 (10 May 2018): 49. 
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“Consequently, the methodology NERSA adopted resulted in an even 

higher monopoly price than that which Sasol Gas was already charging – 

and which NERSA itself regarded as too high and a misuse of market 

power – rather than a price in a hypothetical competitive market. What 

it was obliged to do was to think away the monopoly Sasol Gas enjoyed 

and determine the maximum price which would have been charged in a 

hypothetical competitive market in which suppliers competing with each 

other would have sought to under-cut each other’s prices in order to take 

business from each other. By its very nature, the methodology NERSA 

adopted did not do this. Using that methodology to determine a 

maximum competitive price was therefore irrational for a regulator such 

as NERSA”.  

A8.14 The matter has been referred back to NERSA. As a result, the appropriate prices to 

have applied from March 2014 have still not been determined and it is not known 

what methodology and prices will apply in the future. This introduces 

considerable uncertainty for Sasol Gas and its existing customers. As the rejected 

methodology applies to all participants in the gas industry, the uncertainty 

extends to others who have invested in the sector as well as for those considering 

making investments and those considering converting to become a user of piped 

gas. 

A8.15 The process from first consultation on the methodology to its rejection by the 

Supreme Court of Appeal has taken nearly eight years, illustrating that developing 

and applying a pricing methodology in South Africa can take a very long time, 

even in a sector such as gas for which prices need only be determined for a single 

commodity. This raises concern as to whether the recommendations made by the 

HMI could be enacted in the timeframes suggested. 

Case study 3 - ACSA airport charges 

A8.16 The charges which ACSA can levy are subject to regulation by the Regulating 

Committee. In 2007, the Regulating Committee revised its approach to 

determining allowed prices.363 The most significant of the changes was the 

decision that assets could only be included in the regulatory asset base once they 

had been completed and brought into use. The effect of adopting this approach 

on the profile of charges can be very significant. 

A8.17 This contrasts with alternative approaches, which would allow prices in any year 

to reflect the amounts already invested in assets under construction or adopting 

an upward profile of charges ahead of making any investment, thereby sending 

                                                           
363  Exhibit GH9-24: ACSA, Airport Tariffs. 
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signals to users about the congestion they are causing and makes them contribute 

to its alleviation. 

A8.18 Applying the new approach, after two years of very low tariffs, ACSA tariffs were 

proposed to be increased by 133% for 2009/2010.364 The issue of the approach to 

setting of charges became the subject of litigation and the increase of 133% was 

never implemented. In its place, the following profile of increases was 

implemented: (1) 2010/11: 33.0%; (2) 2011/12: 34.8%; (3) 2012/13: 30.6%; (4) 

2013/14: 5.5%; and 2014/15: 5.6%.365 

A8.19 In recent years the approval of ACSA’s charges has again been the subject of 

significant disputes. The most recently approved profile for changes in charges 

involves a significant reduction followed by small increases, specifically: (1) 

2017/18: (35.5%); (2) 2018/19: 5.8%; and (3) 2019/20: 7.4%.366 

A8.20 Such a high degree of price volatility makes it difficult for ACSA and airlines to plan 

effectively and is particularly problematic for ACSA when seeking to raise debt. 

Case studies - conclusions 

A8.21 The case studies illustrate some of the difficulties that regulators in South Africa 

have experienced in developing and implementing methodologies for setting 

regulated prices. These experiences have covered sectors which are less complex 

and require fewer prices to be set than is the case with the private healthcare 

industry. 

  

                                                           
364  Exhibit GH9-24: ACSA, Airport Tariffs. 

365  Exhibit GH9-24: ACSA, Airport Tariffs.  

366  Exhibit GH9-14: ACSA, Stakeholder Presentation, March 2017, slide 11. 
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Appendix 9  
Exhibit numbers 

Exhibit 
number 

Name 

GH9-1 CMA Chairman’s Guidance, April 2013 

GH9-2 FAST standard 

GH9-3 Opinion of Advocate General Wahl, April 2017, Biedriba v Konkurences 
padome, Case C-177/16 

GH9-4 [redacted] 2015 Financial Statements 

GH9-5 CAT, 1275/1/12/17, 1276/1/12/17 Flynn Pharma Ltd and Flynn Pharma 
(Holdings), Pfizer Inc. and Pfizer Limited v CMA 

GH9-6 Netcare Ward Resource Planning System Review of pilot results for the 
period Jan to May 2016 

GH9-7 Netcare Ward Resource Planning System, slide 19 

GH9-8 Netcare Annual Report 2017 

GH9-9 CMA, Private Healthcare Investigation, Final Report, 2 April 2014 

GH9-10 The impact of economic regulation on the performance of South Africa 
State Owned Enterprises, Grove Steyn, South African Economic 
Regulators Conference, 21 August 2012 

GH9-11 Promotion of Administrative Justice Act No 3 of 2000 

GH9-12 BER index 

GH9-13 Excerpts from Discovery Annual Reports 

GH9-14 ACSA, Stakeholder Presentation, March 2017 

GH9-15 CMS, Guidance on benefit changes and contribution increases for 
2019, July 2018 

GH9-16 Excerpts from regulators annual reports 2013-2017 

GH9-17 Excerpts from Monitor Annual report and accounts 2010/11 – 2015/16 

GH9-18 NERSA Annual Report 2016/17 

GH9-19 Administered Prices, Executive Report, A report for National Treasury, 
Storer and Teljeur, 2003 

GH9-20 House of Commons Committee of Public Accounts, Monitor; regulating 
NHS Foundation Trusts, Fourth Report of Session 2014-15 

GH9-21 NERSA, Reason for Decision: Approval of the Tariff Methodology for 
Petroleum Loading Facilities and Storage Facilities 27 August 2017 

GH9-22 NERSA, Annual Report 2016/17 
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Exhibit 
number 

Name 

GH9-23 The Supreme Court of Appeal of South Africa judgement, PG Group & 
others v NERSA (150/2017) [2018] ZASCA 56 (10 May 2018) 

GH9-24 ACSA, Airport Tariffs 

 

 

 


